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The AMA Handbook of Wage and Salary 
Administration 


Edited by M. Joseph Dooher and Vivienne 
Marquis. AMERICAN MANAGEMENT ASSO- 
cIATION, New York, N. Y., 1950. Pages: 
412 + Index; $7.50. 


The recent institution of wage and salary 
controls gives this well conceived and ex- 
pertly prepared book a timely importance. If, 
as is likely, the same pattern of control as 
prevailed under the “Wage Stabilization Act 
of 1942” is enacted, (the detailed regulations 
were not issued at the writing of this review) 
wage adjustments will generally be facilitated 
for firms which operate under established 
wage and salary plans which have definite 
job classifications and rate ranges. Em- 
ployers, who during the last war did not 
have sound wage policies, had serious prob- 
lems in making legal wage adjustments neces- 
sary to retain employees in a labor shortage 
period. Many violations, innocent and un- 
avoidable, resulted from the lack of sound 
program, and in instances severe penalties 
were imposed and_ incidental hardships 
suffered. 

Even in normal times the managerial prob- 
lem of grading the large number of diverse 
jobs created by the mechanization of industry 
and mass production methods is a serious 
problem, worthy of the best brains in busi- 
ness and in the auxiliary management en- 
gineering fields. The establishment of “a fair 
day’s pay” for every job is a fundamental 
responsibility of management and the very 
foundation of industrial peace. The develop- 
ment of wage rates for each type of job which 
is fair in itself and in relation to other jobs 
in the same plant, industry and community, 
the evaluation of skills, the establishment of 
proper relations with employees and with 
unions, are all matters which no employer, 
large or small, can, without great risk, ignore. 

In the AMA Handbook of Wage and 
Salary Administration, which is in effect a 
symposium by 24 experts in labor manage- 
ment and planning, there is a complete guide 
to the basic principles and techniques for 
planning, setting up, and revising as neces- 
sary, of wage and salary administration plans. 
It contains tested programs and current tech- 
niques, forms and charts in actual use, and 
various philosophies of labor management as 
currently practiced. Office jobs are covered, 
as well as factory jobs, and consideration is 
given to compensation of supervisory em- 
ployees and executives. 

Though the Handbook is intended pri- 
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marily for management, it should be useful 
to accountants who are active in the capacity 
of advisers to their clients on business man- 
agement and who wish to be better informed 
on the general principles of sound wage and 
salary administration. Accountants should 
recommend the adoption of the sound prin- 
ciples developed in the Handbook as a means 
of not alone improving their clients’ labor 
relations and productivity, but also of facili- 
tating compliance with the controls on wages 
and salaries. 
Davin C. ANCHIN 

New York, N. Y. 


Accounting Trends and Techniques in 
Published Corporate Annual Reports 
(1950 Edition) 

Prepared by the Research 

American Institute of Accountants. AMER- 

ICAN INsTITUTE OF ACCOUNTANTS, New 

York, N. Y., 1950. Pages: 144; $10.00. 

This is the fourth in a series of studies 
conducted by the Institute’s research depart- 
ment as part of a long-term program begun 
in 1946. This year’s study is based on the 
reports of the same 525 companies examined 
each year; in addition, about 600 other re- 
ports were also reviewed. 

Notable among the trends detected in the 
study is the tendency to eliminate the terms 
“surplus” and “reserve” from the _ balance 
sheet. Headings such as “Earnings Retained 
in the Business” are being substituted for the 
frequently misinterpreted “Earned Surplus”, 
and other ‘terms are supplanting the often 
misunderstood “Reserve.” “Profit and Loss 
Statement” is also giving way to “Earnings 
Statement” or “Statement of Net Earnings”. 
although “Income Statement’ and “State- 
ment of Income” are still widely used. This 
tendency toward clarification of accounting 
terminology follows specific recommendations 
outlined in bulletins issued by the Institute. 

Another trend reported in the survey is 
the elimination from the balance sheet otf 
a large number of contingency reserves and 
reserves for possible future inventory price 
decline. Contingency reserves disappeared 
from the statements of 41 companies ex- 
amined, while 29 corporations transferred 
reserves for price decline to retained earnings. 

The position of surplus appropriations on 
the balance sheet is a third change. These 
appropriations were shown in 58 reports in 
the net equity section, although most com- 
panies still show “reserves” above that sec- 
tion. 
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Costs Run High! 


ON WORKMEN’S COMPENSATION INSURANCE 
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The bonds we bought for our country’s defense 
are helping our boy become.a doctor! 















HOW U. S. SAVINGS BONDS 
ARE PAYING OFF FOR 
JOHN AND HELEN DALY 

OF STOCKTON, CALIFORNIA 





“Our son Jim always wanted 
to be a docter,”’ says Helen 
Daly. “‘Now he’s getting his 
dreamed-of chance to 
study medicine, thanks to our 
U. S. Savings Bonds.” 





“When Jim was 13, John and I began buying “We've saved $3,550 now and Jim’s in pre- 
a $100 bond a month for his education medical school. We’re still buying U. S. 
through the Payroll Savings Plan.” Savings Bonds to see him through.” 














The Dalys story can be your story, too! 


You can make your dream come true, too! Start Bond-A-Month Plan where you bank. Saving 
right now! It’s easy. Just take these steps: just $7.50 weekly, in ten years builds $4,329.02! 
1. Put saving first before you spend a penny. You'll be providing security not only for yourself 
2. Save a regular amount systematically, week and your family but for the free way of life that’s 
after week or month after month. so important to us all. [And in far less time than 
3. Start saving automatically by signing up you think, you’ll turn your dreams into reality 


today in the Payroll Plan where you work or the just as the Dalys did! 


FOR YOUR SECURITY, AND YOUR COUNTRY’S TOO, SAVE NOW— 
® THROUGH REGULAR PURCHASE OF U. S. SAVINGS BONDS! 


Your government does not pay for this adverti. t. It is ted by this publication in cooperation with the 
Advertising Council and the Magazine Publishers of America as a public service. 
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The report is a highly useful document for 
those interested in the preparation or analysis 


of financial statements. Your Clients 


Studies in Accounting 

Edited on behalf of the Association of 

University Teachers of Accounting by 

W. T. Baxter. Sweer & MAXweELtL, LTD., 

London, 1950. Pages: xii + 455; LI. 3s. 

6d., net. 

Here is a fine idea in accounting publica- 
tions—a selection of readings on general ac- 
counting, taken-from British and American 
publications not readily available to students, 
compiled for the use of those who are anxious 
more fully to explore the theoretical aspects 
of the field. The contents include the follow- 
ing subjects: History, Fraud, Law, Final 
Accounts, Management, Theory, Deprecia- 
tion, Accountants and the Price Level, and 
Nationalized Industries. 











The editor has endeavored to include some 
papers which, by virtue of their controversial 
nature or unconventional stand, will force 
the reader into the realm of pure reason- 
ing—a sort of shock technique. Like an art 
exhibition, the volume includes sample works 
drawn from the more important current 


schools of thought, both extreme and tradi- . 
to provide 


tional. 


The editor sums up the direction of pres- ° . 
immediate cash 


ent thinking as disclosed in the current peri- 
odical literature, as follows: f b + d 

“The essays therefore suggest that the or Dusiness needs 

good accountant of the future will be an 





expert in valuation. I do not for one Find out how this simple, 
moment suppose that he will ever be com- confidential. economical fnancin 
petent to appraise grandfather-clocks or J & 
1 pre- feeding-stuffs or mineral seams; he will method, regularly used by thou- 
U. 8, be well advised if he continues to leave the sands of firms, can aid your 
appraisal of separate assets—particularly clients. Non-notification basis. 
physical assets——to specialists. But, if he 


Applicants need not be depositors. 


is to give his maximum service to his r : : 
Write or wire Accounts Receiv- 


fellow-men, he will have to be ready and 





able to value much more elusive things: able Department for details. 
costs, incomes, shares, partnership rights, 

aving whole enterprises, and so forth. This im- 

9.02! plies, I submit, that he must understand e 

walt the different concepts of value, and know The Publi 

hat’s which concept is most serviceable for the C 


than task of the hour. He will of course need ® 
ality a fuch fuller training in theory, particularly N ft | B k 
economic theory, than most of us have a 10na an 


enjoyed in the past.” AND TRUST COMPANY of NEW YORK 


American educators would do well to give 
ae consideration to the preparation of a similar 37 Broad Street, New York, N. Y. 
source book for use in their classes. 24 other conveniently located offices in 
ES Manhattan, Bronx and Brooklyn. 
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Book Reviews 
(Continued from page 159) 

1951 Farmers Income Tax on 1950 Income 
(Including filled-in forms, check lists, ex- 
amples). By Samuel M. Monatt. Com- 
MERCE CLEARING House, INc., New York, 
Chicago, Washington, 1951. Pages: 160, 
paper cover ; $3.00. 


This represents the fourth edition of a 
handbook on farm tax problems. It deals 
with the individually-owned or partnership- 
operated farm. This book should prove help- 
ful not only to farmers, but to accountants as 
well. Few accountants are well qualified 
either to handle or to understand the many 
problems which are involved in the proper 
recording or farm operations. Transactions 
connected with taxes resulting from farm 
operations, as well as personal transactions as 
they affect the income tax liability of farmers, 
are presented in detail. The basic methods of 
tax reporting—cash and accrual—are treated 
separately. Specimen forms 1040F and 1040, 
with Schedule D, all filled in and accompanied 
with detailed explanatory notes, are pre- 
sented. In addition, such subjects as the 
partnership return of income; records to be 
kept; farm capital assets; carry-back and 
carry-forward; joint returns and splitting the 
income of husband and wife; buying and/or 
selling of farms; death of a farmer; etc., are 
covered in this book. It also includes detailed 
check lists of things to remember, and a com- 
prehensive topical index. 

To this reviewer, the fact that the first item 
in the book is Form 843—Claim for Refund— 
which is then followed by a section headed 
Claim for Refund Particulars, does not sit 
particularly well. One cannot help wondering 
if the sale of the book is promoted by the im- 
plied bait of tax refunds. The book is good 
enough not to need such a stimulus. As 
accountants, we are primarily interested in 
preparing correct tax returns which need not 
be followed by claims for refunds. 

This reviewer also takes exception to such 
writing as: you ‘plant’ under ‘Seeds 
for Tax Planting—Tax Savings’; you ‘cul- 
tivate’ to final harvest by the tax know-how 
of all the farm tax transactions. The result: 
you ‘reap’ tax benefits.” In his opinion, this 
analogy is too labored; it would have been 
better had the thought been expressed in 
more direct language. 

WERNER E, REGLI 
Mahopac, N. Y. 
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BUSINESS PERSONNEL AND 
OPPORTUNITIES 


Help Wanted: 
Situations Wanted: 


20¢ a word, minimum $5.00. 
10¢ a word, minimum $2.00. 
Business Opportunities: 15¢ a word, minimum $3.00. 


Box number, if used, counts as three words. 


‘losing Date—15th of month preceding date of publication. 





HELP WANTED 
Part time advanced Auditing instructor, on 
post college graduate level. Fine oportunity 
for qualified individual. Must have extensive 
knowldege of subject and/or be willing to put 
in long hours of study and preparation. Box 
357, New York C.P.A. 


BUSINESS OPPORTUNITIES 








Mail and Telephone Service: Desk provided 
for interviewing. $5.00 per month. Directory 
Listing. Modern Business Service, 505 Fifth 
Avenue, New York (42nd Street). 





C.P.A., 38, Society member, former Revenue 
Agent, moderate practice, desires to expand 
by purchasing individual accounts or practice 
in Metropolitan area or Long Island. Liberal 
terms. Box 359, New York C.P.A. 

C.P.A., young, grossing $10,000, wishing to 
expand, seeks association with busy or retir- 
ing practitioner; or will buy practice or 
individual accounts. Financially responsible 
with highest references. Box 361, New York 
CPA. 


SITUATIONS WANTED 














Tax attorney, 36, veteran, expert estate, in- 
come and gift taxes; government employed; 
thorough knowledge decedent estate and 
administrative law, desires position as tax 
counsel. Box 358, New York C.P.A. 





Statistical Typing 
Financial reports, tax returns, expertly typed 
—reasonable—confidential—ten years certified 
experience. Thorough knowledge all details. 
JUdson 6-3879. 





C.P.A.—with annual gross of over $25,000— 
seeks a partnership arrangement with a 
young practitioner with small practice. Box 
360, New York C.P.A. 





C.P.A., desires to purchase individual ac- 
counts or interest with overburdened prac- 
titioner. Box 362, New York C.P.A. 
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PERSONNEL SERVICE 


“QUALIFIED PERSONNEL” 
for the PUBLIC ACCOUNTANT 


and his CLIENTS 


CAGEN Peesonnel regency 


509 5TH AVENUE, NEW YORK 17, N.Y. e MU 7-3250 











CA, 


The Employment SAlgency for Bookkeepers 


OURS IS A SPECIALIST ORGANIZATION, PROVIDING 
RESPONSIBLE AND THOROUGHLY EXPERIENCED 
BOOKKEEPING PERSONNEL — Sxchcsewely, 
| fan 








299 MADISON AVENUE - NEW YORK 17 + MUrray Hill 7-382! 
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specializing in the employment requirements 
of the public accountant and his clients 


ROBERT HALF 


personnel agencies 


25-15 bridge plaza n. 
long Island city 
stillwell 6-5707 


new york city 


140 w, 42 street | 
longacre 4-3834 


directed by a certified public accountant 








DEPENDABLE 
Employment Agency 


220 W. 42nd St. N.Y.18 
BRyant 9-7666 


We Specialize 
in servicing Accountants and 
their clients with dependable 
male and female personnel 


¢ COMPTROLLERS ¢ BOOKKEEPERS 

¢ OFFICE MANAGERS Full Charge 

¢ ACCOUNTANTS Assistants 
C.P.A.’s e SECRETARIES 
Seniors, Semi-Srs. e STENOGRAPHERS 
Juniors e TYPISTS 

SALES e CLERKS 





Established 1939 


Wm. Schnuer, BBA, MBA Shirley Schnuer 


Licensee Licensee 











APPRAISALS 


NATIONAL ORGANIZATION OF APPRAISAL ENGINEERS 


STANDARD APPRAISAL COMPANY 


BOSTON ATLANTA 
PHILADELPHIA 6 SS Cree CHICAGO 
PITTSBURGH NEW YORK, N. Y. ST. LOUIS 
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MANUFACTURERS OF 


SPEAKING OF REPORT COVERS 


let’s take a look at the cover you are 
now using. Has the stock the snap and 
strength of high grade paper... Is the 
printing or engraving ‘well planned . . . 
In short, as your representative in your 
client’s office, will your present cover 
make the right impression? Write for 
samples. 


N.L. & E.W. KRUYSMAN, Incorporated 
11a Frankfort Street New York 7, N. Y. 
EXPANDING FILE POCKETS 
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Just Published! Examine FREE for ten full days! 








Tested Tax Savings — Full Explanations — Authoritative Guidance — on:———a 


‘‘NEW YORK STATE INCOME AND 
FRANCHISE TAXES“’’ 


By Benjamin Harrow 





The highest court in the state has dubbed New York’s income and franchise taxes “so complicated 
as to invite mistakes on the part of those who are called upon to enforce the law.” (U. S. Aluminum 
Printing Plate Co. Vv. Knight, 174 N.Y. 475.) 


But here, at last, is a book that takes the intricacies out of the income tax, the confusion out 
of the franchise tax—a book that shows you how to turn the very complications of the law 
into substantial tax savings. 


Mr. Harrow, the author, is familiar with all angles of his subject. On the one hand, he has served 
on Governor Dewey’s Tax Advisory Group and is a professor of law and taxation at St. John’s Law 
School; on the othez, he is both a CPA and a lawyer who has practiced successfully in New York for 
a great many years. His solutions to the complicated tax problems are not mere theories, but the 





proven facts of actual experience. 


Here are just a few of the vital problems this valuable book solves with tested tax savings: 


FRANCHISE TAX: Which Franchise Tax to Pay. 
—The franchise tax is really complicated. A 
corporation must pay a franchise tax for the right 
to do business as a corporation in New York; but 
under which article of the law must tax be paid— 
9, 9-A, 9-B or 9-C? In computing the tax, what 
base must you use? Entire net income basis? 
Allocated business and investment capital basis? 
Income-plus-compensation basis? When will you 
have to pay a flat minimum tax? You save tax 
dollars when you use the right base and choose 
the right tax. Entire Net Income Basis.—How 
far can you follow Federal income tax rules? 
What additions are required under state law? 
What further deductions permitted? How does 
the state law treat devices for diverting income 
from New York to other states? Allocated Busi- 
ness and Investment Capital Basis —-When must 
a one-mill tax be paid on business and investment 
capital? What factors determine tax base? May 
a corporation allocate part of its investment capi- 
tal outside New York, even though it has neither 
a “regular” nor a “permanent and continuous” 
place of business outside state. Income-plus- 
compensation Basis.—Do you know the sizable 
exemption allowed if you compute franchise tax 
this way ? Allocation.—On what factors is alloca- 
tion based? What separate ratios are determined 
for each factor before final average is applied 
to entire net income to determine portion tax- 
able in New York? Must goods located in New 
York but sold elsewhere be included in taxable 
numerator of allocation fraction? Out-of-State 
Corrorations.—Does maintenance of a sales office 
in New York make an out-of-state corporation 
taxable? What basis must be used to compute 
tax? Can out-of-state corporations secure re- 
funds on overpayments of franchise and license 
taxes? 


Other Franchise Tax Problems.—The book feat- 
ures vital tax-saving pointers regarding Special 
Tax on Subsidiary Capital; Real Estate Corpora- 
tions ; Financial Corporations; Dissolved Corpora- 


MAIL THIS COUPON NOW pias 


PRENTICE-HALL, INC., Dept. M-CPA-351 
70 Fifth Avenue, New York 11, N. Y. 


tions; Limitations on Additional Assessments, 
Refund Claims, Appeals; etc. 


INCOME TAX: Differences from Federal Law.— 
Do you know to what extent New York Income 
Tax Law differs from Federal in—Allowing 
double exemption in the case of certain depend- 
ents? Permitting computation of net income 
on a cash or accrual basis? Non-residents.—Is 
credit allowed when same income is taxed in 
state of residence? Is income from intangible 
property located outside state taxed if part of 
a business non-resident carries on in New York? 
Computing tax.—Must taxpayer report his in- 
come on same basis as his books are kept? 
How is gross income from a business deter- 
mined? How should inventory value of securi- 
ties and value of work in process be figured? 
How must income from long-term contracts 
be reported? Exclusions from Taxable Income.— 
Do you know what items the law permits you 
to exclude from income for New York income 
tax purposes? Deductibility of Expenditures.— 
How are capital expenditures deductible when 
related to business and income production? 
What conditions control deductibility of business 
expenditures? Are personal expenditures ever 
deductible? Deductibility of Taxes.—Do you 
know what tax payments are allowable as deduc- 
tions from taxable income? Other Income Tax 
Problems.—The book gives tax-saving guidance 
on all the problems connected with Interest, 
Losses, Depreciation, Contributions, etc.; Capital 
Gains and Losses; Trusts and Partnerships; 
Unincorporated Business Tax. 


EXAMINE FREE FOR 10 DAYS 


Just mail coupon below to get free demonstra- 
tion copy of this valuable book. At the end of 
ten days, if you decide to keep it remit onlv $12.50, 
plus a few cents for postage and packing, in 
full payment; otherwise return the book and owe 
absolutely nothing. 


Without obligation, please send me for 10 DAYS’ FREE TRIAL, a copy of Benjamin Harrow’s “NEW 


YORK STATE INCOME AND FRANCHISE TAXES.” 


At the end of trial period I will either remit 


a 


$12.50, plus a few cents postage and packing, in full payment—or return the book and owe nothing. 
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President’s Message 


s more and more of our members 
become involved, in one way or 
another, in the defense program several 
questions of security arise. These are, 
broadly, of three types: 


First—what, if any, are the limitations 
which should be placed on the public ac- 
countant whose client is engaged in work 
where documents necessary for an audit 
are classified as secret, confidential or 
restricted ? 

Second—what, if any, information ordi- 
narily published by a client to its stock- 
holders, creditors, or others having the 
right to financial statements should be 
eliminated for security reasons? 

Third—what type of information, not 
classified as secret, confidential or re- 
stricted, should nevertheless be kept con- 
fidential for security reasons? 


The answer to the first question is 
not difficult. Merely because a contract 
or document is classified as secret or 
confidential does not necessarily mean 
that the auditor should not have access 
to it. Frequently, however, the partner 
or principal in charge of the work is the 
only member of the auditor’s organiza- 
tion who should see it. It is necessary 
for the partner or principal to see any 
part of a contract or document which 
has any bearing on accounting or finan- 
cial matters. For example, in a contract 
covering a new development in radar 
the auditor would need to consider 
carefully whether he should examine 
the portion of the contract or specifica- 
tions which related to new and secret 
electronic devices as this might very 
possibly have a bearing on the inven- 
tory, either of raw materials or assem- 
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bly parts. It may be necessary for the 
client to get permission for the auditor 
to see those parts of a secret contract 
which cover accounting or financial fea- 
tures and this can be arranged either by 
correspondence or with a resident se- 
curity officer. 

So far as publication is concerned, 
the accountant should consider carefully 
whether either the specific information 
to be published or a compilation of a 
number of reports published by similar 
enterprises could be of any possible as- 
sistance to an enemy. If he is in any 
doubt about this, the United States 
Department of Commerce has provided 
an organization to answer his questions. 
It is the “Office of Technical Services, 
United States Department of Com- 
merce, Washington 25, D. C.” Anyone 
can tell whether information is secret, 
confidential or restricted, but it is often 
quite difficult to tell whether informa- 
tion not so classified might not be use- 
ful in some way to to an enemy. If the 
accountant or his client is in any doubt 
he should communicate with the Office 
of Technical Services immediately. 

Stockholders, creditors and the pub- 
lic generally should be as fully informed 
through publication of financial state- 
ments during a period of defense mobil- 
ization as at any other time; but the 
question of security is always with us. 

The accountant is frequently asked 
by a client to advise on the nature and 
extent of disclosures, perhaps beyond 
the strict limits of financial reporting. 


(Continued on page 171) 
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Elections, Options and Alternatives in the 


New Excess Profits Tax Act 


By Davi Zack, C.P.A. 


UFFICIENT time has elapsed since 

the enactment of the Excess Profits 
Tax Act of 1950 (approved on Janu- 
ary 3, 1951, 10:13 A.M., Eastern 
Standard Time) to acquaint practition- 
ers with the fact that they are faced 
with perhaps the most prodigiously 
complex piece of tax legislation in the 
nation’s history. The Excess Profits 
Tax Act of 1950, which is presumably 
the culmination of this nation’s experi- 
ence with corporate excess profits taxes 
during the past two World Wars, cer- 
tainly did not gain simplicity from 
prior experience. It is probably small 
comfort for the harassed accountant to 
realize that most, if not all, of the com- 
plexity in the law arises from attempts 
to relieve qualified and worthy tax- 
pavers from undue hardship in the ap- 
plication of a war-induced and neces- 
sarily harsh law. A truly simple law 
would indeed be the severest and the 
most bitter pill for the taxpayer to 
swallow. 

The ink was hardly dry on the 
current Act before the Congress com- 
menced hearings on Excess Profits 
Tax amendments. There will undoubt- 
edly be torrents of debate on a multi- 
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tude of substantive changes in the law 
but there should be unanimity of 
opinion regarding the need for reme- 
dial legislation in one adjective aspect 
of the law, at least. The present law 
requires the corporate taxpayer and 
its tax advisers to make many elections, 
some irrevocable, on its first excess 
profits tax return. In view of the 
haste with which the law was written, 
it’s somewhat obtuse (to use a polite 
term) language, and the paucity of 
time available to the practitioner for 
the study of the law and of his client’s 
affairs before the due date of the first 
excess profits tax return on March 15, 
1951, it would seem somewhat harsh 
and quite unnecessary for the Congress 
to require the taxpayer to make irrevo- 
cable elections in its first return which 
will determine substantial future tax 
consequences for many years. Certainly 
the revenue would in no wise be placed 
in jeopardy if all the elections were 
revocable and practioners could think 
about their clients’ affairs after the 
March debacle, with a little time for 
study, reflection and investigation. It 
would seem that organizations repre- 
senting taxpayers and tax advisers 
could unite on this point, if nothing 
else, and bring sufficient pressure on 
Congress to effect some relief. 


However, be that as it may, it 
behooves the tax adviser immediately 
to become thoroughly familiar with all 
the alternatives which lurk in the 
mazes of the law, since practically 
every intricate computation involves 
a variety of options, many irrevocable, 
and an unfortunate choice could easily 
be very costly to the taxpayer. The 
new law is replete with alternatives, 
many interrelated and all shrouded 
in ambiguous semantics, and it would 
be foolhardy indeed to attempt any 
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arbitrary and dogmatic interpretations 
without the benefit at least of the 
Commissioner’s interpretative regula- 
tions and rulings, to say nothing of 
the test of experience in the crucible 
of judicial fire. However, the Ides of 
March are upon us and practical ex- 
pediency requires us to shed all hesi- 
tancy and attempt to guide the weary 
practitioner to an intelligent choice 
amongst the myriad elections, options 
and alternatives which confront him 
at every step of the bizarre excess 
profits tax computation with which 
the beneficent Congress has presented 
us. 


To Be Or Not To Be 


The simplest choice is often the 
most important one. The excess profits 
tax applies only to corporate entities 
and does not affect partnerships, trusts, 
individual proprietorships, estates and 
other non-corporate entities. The tax- 
payer still retains his fundamental 
choice of the form of doing business, 
notwithstanding the practical restric- 
tions of soaring individual tax rates. 
Thus, corporations may still be dis- 
solved, in which event there will be 
no point in going further with this 
paper. 

Again, certain corporations are not 
subject to the excess profits tax. This 
group includes the chameleon-type or- 
ganizations whose color can be con- 
trolled by the taxpayer. Thus, personal 
holding companies, personal service 
corporations, regulated investment 
companies and Western Hemisphere 
corporations are immune from excess 
profits tax and their character can 
often be determined annually by overt 
acts of the taxpayer. However, this 
cure can be worse than the disease, 
and like all strong medicine must be 
carefully administered by a_ skilled 
and experienced practitioner. 


First Fiscal Years 


Corporations, whose first short fiscal 
year ended after June 30, 1950, and 
before December 31, 1950, have been 
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granted a fresh lease on life by the 
new Act. All corporate returns previ- 
ously filed for fiscal years ending after 
June 30, 1950, and before December 
31, 1950, will be disregarded and new 
income and excess profits tax returns 
are required on or before March 15, 
1951, whether or not the corporation 
will actually be liable for an excess 
profits tax. Since a newly formed 
corporation elects its fiscal year in its 
first return, those corporations who 
have already filed a first fiscal return 
which is now voided, have an oppor- 
tunity to elect any other closing be- 
tween July 31, 1950, and November 
30, 1950, such choice of course being 
limited to a period not in excess of 
twelve months. It must be remembered 
that only the period after June 30, 
1950, is subject to excess profit taxes 
and the tax is allocated on a daily 
basis for those corporations whose 
taxable year straddles June 30, 1950. 
Normal and surtax rates have also 
been increased since June 30, 1950. 
However, all short taxable years must 
be annualized for excess profits tax 
purposes and careful computations 
should be made before determining 
which fiscal year would be most ad- 
vantageous. 


A corporation has a choice of three 
options when it is required to annual- 
ize its excess profits net income for 
a short taxable year. The methods 
are similar to the choices available for 
income tax purposes to a corporation 
with a short year due to a change in 
accounting periods. 


(1) General Rule —annualize on 
the basis of the number of days in 
the short year compared to the number 
of days in a full twelve month period 
and deannualize the tax in the inverse 


ratio. (Sec. 433(a) (2) (A)) 


(2) Actual Full Year's Experience 
Beginning with the First Day of the 
Short Year. A corporation desiring to 
use this method must file its return on 
the basis of the general rule set forth 
above and special application must be 
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made for the use of this alternative. 
(Sec. 433(a) (2) (B)) 

(3) Actual Full Year’s Experience 
Ending with the Last Day of the Short 
Year. This method should be elected 
at the time of filing the return and 
a specific application should be filed 
with the return. (Sec. 433(a) (2) (B)) 


Excess Profits Net Income 


Most of the adjustments required to 
convert normal tax net income into ex- 
cess profits net income are mandatory 
and do not require the exercise of 
any choice by the taxpayer. However, 
several items either require specific 
elections or are affected by the choice 
of alternatives in other sections of 
the law. 

(1) Interest on Borrowed Capital— 
the addition to net income for excess 
profits purposes caused by the disallow- 
ance of interest on borrowed capital 
varies with the choice of the invested 
capital credit or the average earnings 
credit. (Sec. 433(a)(1)(N) and (O)). 
The effect of this item, in addition to 
many others, should not be overlooked 
in the choice of excess profit credit 
alternatives. 

(2) Net Operating Loss—All cor- 
porations must make special adjust- 
ments to its net operating loss deduc- 
tions for interest on borrowed capital, 
dividends, partially tax-exempt interest 
and capital gains and losses. (Sec. 
433(a)(1)(J) (i) and (ii)). In addi- 
tion, corporations which have elected 
to compute their excess profits credit 
under the average income method or 
under the historical method may elect 
to substitute the base period loss ad- 
justment for the regular net operating 
loss carryover from a pre-excess profits 
tax year. (Sec. 433(a)(1)(J) (iii) ). 
This is an irrevocable election which 
applies to all taxable years, despite the 
fact that this base period loss adjust- 
ment is not allowed in any year in 
which the excess profits credit is com- 
puted on the asset or net worth in- 
vested capital basis. (Sec. 433(a) (1) 
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(J)(v)). There is some room for 
doubt, from the language of the statute, 
whether the base period loss adjust- 
ment requires the same adjustment for 
interest on borrowed capital as pre- 
scribed for the ordinary net operating 
loss carryover. 

It should also be noted that the 
larger of the two losses,—base period 
loss adjustment or regular net operat- 
ing loss carryover from the base period 
years—is not necessarily the preferred 
choice for the taxpayer. This is due to 
the fact that the unused excess profits 
credit carryback and _ carryforward 
must be reduced by the full amount of 
an ordinary net operating loss deduc- 
tion whereas the use of the base period 
loss adjustment requires no such cor- 
rection. (Sec. 432 (b)). 

Even this brief analysis should make 
it clear that the net operating loss ad- 
justment necessitates vital elections, 
which may have far reaching tax sig- 
nificance, without adequate time or 
experience to guide the taxpayer. It is 
difficult indeed to understand how the 
needs of the revenue are served by such 
requirements of clairvoyance. 


(3) Instalment Basis Taxpayers— 
A corporation which uses the instal- 
ment method in computing its income 
tax liability may elect to use the accrual 
method for excess profits tax purposes. 
(Sec. 455). The election may be exer- 
cised in its tax return for any year and 
once made it is irrevocable. The in- 
come from instalment sales for all past 
and future excess profits tax years 
must be placed on the accrual basis. 
Prior years may be adjusted despite 
the statute of limitations. If the income 
credit is used, base period years must 
also be adjusted to the accrual basis 
(Sec. 433(b)(7)). There are also 
special provisions in regard to capital 
additions and the application of the in- 
vested capital method (Sec. 441(h)). 


(4) Long Term Contract Taxpay- 
ers—Corporations which report income 
from long-term contracts for income 
tax purposes may elect to compute this 
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income under the percentage of com- 
pletion method for excess profits tax 
purposes under the same terms and 
conditions as set forth for instalment 
basis taxpayers (Sec. 455 (b) and Sec. 
433(b) (7) ). 

(5) Abnormal Income—A corpora- 
tion which during the taxable year re- 
ceives certain income which is abnor- 
mal either in character or amount and 
which is attributable to other years may 
exclude such abnormal income from its 
current excess profits net income (Sec. 
456). 


Excess Profits Credit 


There are two basic alternatives in 
the determination of the excess profits 
credit : 

(1) The Average Earnings or In- 

come Method (Sec. 435) 

(2) The Invested Capital Method— 

computed by either 


A. The Asset or Net Worth 
Method (Sec. 437), or 

B. The Historical Method 
(Sec. 458). 


Domestic corporations may _ use 
whichever method results in the lesser 
tax (Sec. 434(a)). Foreign corpora- 
tions must use the invested capital 
method unless they meet the require- 
ments specified in Sec. 434(b). Special 
alternatives are provided for regulated 
public utilities and railroad lessor- 
lessee corporations (Sec. 434(c) and 
(d)). 

The basic option of income or in- 
vested capital credit is not as simple as 
it may sound. There are more than a 
dozen different alternative computa- 
tions which should be made before the 
best credit can be determined. Some 
elections apply to both credit alterna- 
tives, (there are really three alterna- 
tives as invested capital can be com- 
puted two different ways) and these 
will be discussed before the separate 
analysis of the credit methods. 

(1) Minimum Credit—The law pro- 
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vides a minimum annual credit (includ- 
ing the unusued credit) of $25,000 per 
corporation (Sec. 431). The advan- 
tages of a multi-corporate organization 
are obvious but let us not forget that 
the Commissioner is well armed with 
Sec. 45 and Sec. 129 and that an in- 
genious judiciary is always alert to 
circumvent ill-advised tax schemes. 


(2) Advertising and Goodwill Ex- 
penditures—Corporations may elect, 
for excess profits tax purposes, to capi- 
talize base period advertising and 
goodwill promotion expenses which 
may be considered capital investments 
under Regulations to be issued by the 
Commissioner of Internal Revenue 
(Sec. 451). The election is available 
to taxpayers using any excess profits 
credit method and the election must be 
made within six months after the due 
date of the taxpayer’s return for its 
first excess profits tax year. 


If the election is exercised, the base 
period deductions are disallowed for 
income tax purposes and additional tax 
will be due on that amount for the cur- 
rent year notwithstanding any statute 
of limitations (Sec. 451(b)). All capi- 
tal advertising and goodwill expendi- 
tures after the base period will have to 
be capitalized for both income and ex- 
cess profits tax purposes after the elec- 
tion is made (Sec. 23(a)(1)(C)). 

The taxpayer may benefit from this 
election in that the base period net in- 
come would be increased under the in- 
come method and equity capital would 
be enlarged under the invested capital 
method. However, careful computa- 
tions should be made before this elec- 
tion is exercised. 


(3) Adjustment for Inconsistent 
Position—Both the taxpayer and the 
Commissioner have the right to elect 
to consider an item or a transaction 
differently for excess profits tax pur- 
poses than it had previously been 
treated in a prior tax year for income 
or earlier excess profits tax purposes 
(Sec. 452). When such an inconsistent 
position is assumed, it must appear 
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that the prior position was incorrect 
and the current view is proper under 
the facts and the applicable law. The 
current year’s excess profits tax is ad- 
justed for any income or excess profits 
taxes due for prior years because of 
the correction of the error, notwith- 
standing the application of any statute 
of limitations. Capital expenditures, 
basis, depreciation, bad debts, year of 
losses are the types of items that might 
give rise to inconsistent positions. This 
section is indeed a two edged sword 
and all the facts should be carefully 
considered before the election is made. 


Average Earnings Credit 


A corporation has many alternatives 
in the computation of its excess profits 
credit under this method. Before mak- 
ing a choice of averaging methods, the 
taxpayer must first adjust the normal 
tax net income for each of the base 
period years in a manner somewhat 
similar to that used in the conversion 
of normal tax income into excess 
profits net income for the current ex- 
cess profits tax year. As was the case 
with excess profits net income, most 
of the adjustments are mandatory and 
only a few involve a choice by the tax- 
payer. 

(1) Instalment Sales—If the tax- 
payer elected to accrue the income from 
instalment sales for excess profits tax 
purposes, then the income during the 
base period must be similarly adjusted 
(Sec. 433(b) (7) ). 


(2) Long Term Contracts—lf the 
taxpayer elected to report its income 
from long term contracts on the per- 
centage of completion basis, then the 
income during the base period must be 
similarly adjusted (Sec. 433(b)(8)). 


(3) Abnormal Deductions—A cor- 
poration may increase its base period 
income by the elimination of certain 
abnormal deductions in whole or in 
part (Sec. 433(b) (9) and (10) ). 

The taxpayer has a choice of a va- 
riety of methods of computing the 
average base period net income after 
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the normal tax net income for each of 
the base period years has been proper- 
ly adjusted. 

(1) All Corporations 


(a) Minimum credit of $25,000 
(including the unused credit), 





(b) General Average—total of: 
(i) 85% of average income 
of the best 36 out of the 

48 base period months 

(1946-1949) 

A. Eliminate any 12 
consecutive months, 
or 

B. Eliminate any 12 
months (not con- 
secutive which leave 
a base period of 36 
consecutive months) 

plus 
(ii) 12% of the base period 
capital addition 
plus 
(iii) 12% of the net capital 
additions during the 
taxable year or minus 

12% of the net capital 

reduction. 


(2) Corporations Which Began Busi- 
ness Prior to the Beginning of the 
Base Period (1946) 
A. Growth Corporations — less 
than $20,000,000 in assets and speci- 
fied increase in payroll or receipts 
during latter half of base period; or 
meets special new product tests (Sec. 
435(e)). Growth corporations can 
use either : 
(i) 85% of the last base year’s in- 
come ; or 

(ii) 85% of the average of the last 
two base years’ income; or 

(iii) 85% of the weighted income 
for the twelve months ended 
June 30, 1950; or 

(iv) If qualified under the new 
product and other tests: 
85% of the sum of the income 
for the last six months of 1948 
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and the weighted income for 
the last six months of 1950. 


plus 
12% of the net capital additions dur- 
ing the taxable year or minus 12% 
of the net capital reduction. 


B. Qualified Corporations with 
Production Interrupted or Income 
Depressed During Base Period Be- 
cause of Unusual Events or Tempo- 
rary Economic Circumstances (Sec. 
442). 

(i) 85% of income resulting from 
the application of the industry 
rate of return to the corpora- 
tion’s total assets adjusted for 
one year’s interest plus 
Under certain circumstances, 
12% of the base period capital 
addition, plus 
(iii) 12% of the net capital addi- 

tions during the taxable year 
or minus 12% of the net capi- 
tal reduction. 
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C. Qualified Corporations Which 
Made a Substantial Change in Prod- 
ucts or Services During 1947 
Through 1949 (Sec. 443). 

(i) 85% of income resulting from 
the application of the industry 
rate of return to the corpora- 
tion’s total assets, adjusted for 
one year’s interest, plus 

(i) Under certain circumstances, 
12% of the net capital additions 
during the taxable year or 
minus 12% of the net capital 
reduction. 


D. Qualified Corporations Which 
Increased Productive Capacity Dur- 
ing 1947-1949 (Sec. 444). 

(1) 85% of income resulting from 
the application of the industry 
rate of return to the corpora- 
tion’s total assets, adjusted for 
one year’s interest, plus 

(ii) 12% of the net capital additions 
during the taxable year or 
minus 12% of the net capital 
reduction. 


E. Qualified Corporations Which 
Were Members of a Depressed In- 
dustry Sub-group During the Base 
Period (Sec. 446). 

(i) 85% of the income which would 
have been earned on the aver- 
age total assets during the base 
period if they had realized 80% 
of the industry rate of return 
for the period from 1938 to 
1948, adjusted for one year’s 
interest, plus 

(ii) 12% of the net capital additions 
during the taxable year or 
minus 12% of the net capital 
reduction. 

(3) New Corporations 

Any corporation starting business 
after the first day of its base period un- 
less at any time on or after December 
1, 1950, and before the end of its third 
taxable year it acquires assets of an- 
other corporation under specified cir- 
cumstances (Sec. 445). New corpora- 
tions may use either: 


A. Average Income Credit, or 
B. Invested Capital Credit, or 


C. For its first three excess profits 
tax years, the sum of 
(i) 85% of the industry rate of re- 
turn applied to the total assets 
on the last day of the last pre- 
excess profits tax year, reduced 
by one year’s interest, plus 

(ii) 85% of the industry rate ap- 
plied to the net capital additions 
during the taxable year or 
minus such rate applied to the 
net capital reduction. 
D. For excess profits tax years 
subsequent to the third year, the 
sum of 
(i) 85% of the industry rate of re- 
turn applied to the total assets 
on the last day of the last pre- 
excess profits tax year or as of 
the last day of the third taxable 
year, whichever is later, reduced 
by one year’s interest, plus 

(ii) 12% of the net capital additions 


169 








The New York Certified Public Accountant 


during the taxable year or 
minus 12% of the net capital 
reduction, specially computed 


under Sec. 445(e) (2). 


(4) Method of Election 

The options set forth in (2) and (3) 
above may be elected by the filing of a 
special application setting forth the 
basis for the application, together with 
the alternative tax computation. This 
must be submitted either, 


A. With the tax return (Sec. 
477(e)(A)), or 


B. Within the period allowed for 
claiming a refund or credit (Sec. 


477(e)(B)), or 


C. When the Commissioner as- 
sesses a timely deficiency, but the 
recovery is limited to the amount of 
the deficiency if the time for refund 
has expired, (Sec. 447(e)(C)), or 


D. On or before the date of the 
filing of a Tax Court petition. 

(5) Special Provisions for Reorgani- 
zations, Liquidations and Tax- 
Free Exchanges 

Part II of the Excess Profits Tax 
Act of 1950 provides special alternative 
methods for computing the average 
base period net income of a corporation 
which has received property in a non- 
taxable exchange or reorganization, 
where the property had a base period 
income experience prior to the transfer. 


Invested Capital Credit— 
Asset Method 


(1) All corporations have the op- 
tion to use 12% of first $5,000,000, 
10% of next $5,000,000 and 8% of the 
balance of its invested capital computed 
by the asset method, as its credit. The 
invested capital, in the asset method, 
consists of the sum of: (Sec. 437(b) 
(2)). 

A. Equity capital at the begin- 
ning of the year. 

B. Capital addition for the taxable 
year. 
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C. 75% of the average borrowed 
capital for the taxable year. 


D. The “recent loss adjustment ;” 
and, in special cases. 


E. The “new capital credit.” 
(2) Dividend Distributions 


The taxpayer has a free choice as to 
when a dividend should be paid. The 
law provides that any distribution of 
the preceding year’s earnings and 
profits during the first 60 days of a 
taxable year will be deemed to be made 
as of the last day of the preceding tax- 
able year. This rule does not apply to 
distributions made in the first excess 
profits tax year (Sec. 441(e)). Since 
a dividend reduces net worth and 
therefore invested capital, dividends 
should not be paid within the first 60 
days of a taxable year, if possible. 

(3) Borrowed Capital 

To the extent that a corporation can, 
in good faith, use borrowed capital, it 
would seem advantageous to do so 
since the exercise of this option will 
increase the invested capital credit. 


(4) Special Provisions for Reorgan- 
izations, Liquidations and Tax-Free 
Exchanges 

Part IIT of the Excess Profits Tax 
Act of 1950 provides special alternative 
methods for computing the invested 
capital of corporations involved in tax- 
free exchanges. 


Invested Capital— 
Historical Method 


(1) All corporations have the op- 
tion to use 12% to 8% of its invested 
capital computed by the historical 
method as its credit. The invested capi- 
tal, in the historical method, consists 


of the sum of (Sec. 458) : 


A. Money or property paid in as 
of the beginning of the year 


B. Accumulated earnings and 
profits as of the beginning of the year 


C. 75% of average borrowed capi- 
tal for the taxable year 
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D. Daily average addition or re- 
duction to capital for the taxable 
year. 

(2) Dividend Distributions 

The same considerations as to divi- 
dends discussed above under the asset 
method of computing invested capital 
apply to the historical method inas- 
much as dividend distributions affect 
accumulated earnings and profits. 


(3) Borrowed Capital 
The same considerations apply as 
were discussed under the asset method. 


Consolidations 


All corporations that file consoli- 
dated income tax returns must file con- 
solidated excess profits tax returns and 
vice versa, since technically one return 
covers both taxes (Sec. 141). The fil- 
ing of a consolidated return involves 
many elections, waivers and obligations 


which should be carefully studied be- 
fore any decision is made. 
*x* * * 


In view of the limitations of space 
and time, no attempt has been made to 
provide a detailed study of the subject. 
This is especially true of the relief sec- 
tions which can, and undoubtedly will, 
be the subject of many long and learned 
treatises. It should be evident, how- 
ever, that the practitioner cannot hope 
quickly to make vital excess profits tax 
decisions involving the choice of many 
complex options in a vacuum of statu- 
tory words while sitting in an ivory 
tower. The conscientious tax adviser 
must have the time to sit down and 
study his client’s affairs and make ex- 
haustive time consuming computations 
of all the alternatives which the law 
permits. Under the circumstances, it 
would seem that the Congress and the 
Treasury Department should make 
every effort to afford the taxpayer all 
possible time opportunities. 
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President’s Message 


(Continued from page 163) 


He should try to keep a proper balance 
between full information for the public 
or the proprietors of an enterprise, on 
the one hand, and security questions on 
the other. If he is in any doubt he 
should not take the easiest way out 


and decide against publication but 
should consult the most reliable official 
source available to him as a basis‘ for 
his opinion on what may or may not 
be disclosed. 

—Mavrice E. PELOUBET 


Cro 
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Excess Profits Tax Act of 1950 


—Questions and Answers— 
By Harry JAnIn, C.P.A. 


it iets following questions were sub- 
mitted by members of the Society 
at the Federal Tax Lecture meeting 
held on January 23, 1951, but because 
of insufficient time were not answered. 
The answers represent the writer’s 
opinion and do not constitute official 
answers prepared by the Federal Tax 
Committee. Nor do we have the bene- 
fit of the aid and counsel of the Com- 
missioner’s regulations which had not 
been issued at the time this is written 
and probably will not have been issued 
when this goes to press. Some edi- 
torial liberties have been taken with the 
questions either for purposes of clarifi- 
cation or to increase the general inter- 
est. With these limitations : 

O. Assume a corporation filing on 
the basis of a calendar year has an ex- 
cess profits credit of $100,000 for each 
of the year's 1950 and 1951. Assume 
further that it has an excess profits net 
income of $150,000 for 1950 and $75,- 
000 for 1951. To what extent may the 
unused credit of $25,000 for 1951 be 
carried forward or back? 

A. The unused credit for 1951 of 
$25,000 must first be carried back to 
1950. In addition, a portion of the un- 
used credit may be carried forward to 
1952. The amount which may be car- 
ried forward is $12,500, which is such 
part of the unused credit for 1951 
($25,000) or of the adjusted excess 
profits net income for 1950 ($50,000), 
whichever is the lesser, as the number 
of days after June 30, 1950, is of the 
total number of days in the year pre- 
ceding the year in which the unused 
credit arose; Section 432(C).* 





Harry JANIN, C.P.A., a partner 
in a prominent firm of CPAs, is a 
member of the New York Society of 
CPAs and of the American Insti- 
tute of Accountants. He is a mem- 
ber of the Society’s Committee on 
Federal Taxation. 











This apparent duplication arises only 
when the year preceding the year in 
which the unused credit arose is a year 
which began before July 1, 1950. An 
excess profits tax is not payable on all 
of the income of such a year since an 
allocation is made to adjust for the fact 
that the excess profits tax is effective 
as of July 1, 1950. Accordingly, a tax- 
payer does not get the complete benefit 
of a carryback of an unused credit to 
such a taxable year and for that reason 
becomes entitled to a carryforward as 
well. 

O. Explain the treatment of Section 
117(j) gains and losses in determining 
excess profits net income for the tax 
period and the base period. 

A. The excess of Section 117(j) 
gains over losses is excluded in the tax 
period, but if the losses exceed the 
gains then the net loss is not exclud- 
ed; Section 433(a)(1)(C). Section 
117(j) gains and losses are excluded 
in the base period ; Section 433(b) (2). 

O. A corporation claimed and was 
allowed an erroneous deduction in a 
base period year. May this error be 
adjusted in computing excess profits 
tax? Does this corporation have to 
amend its tax return for the base period 
year? 

A. The error may be corrected and 
an amended return need not be filed. 
The additional tax resulting from the 
correction of the error will be included 
in the excess profits tax year by reason 
of the taxpayer’s inconsistent position ; 
Section 452. 


Q. A construction corporation re- 
ports income from long-term contracts 
on a completed contract basis with the 
result that 1950 wiil reflect income 
from contracts which were substan- 
tially completed in 1949. Is there any 
relicf available to this corporation? 

A. Yes. The corporation may re- 
compute its income from all long-term 
contracts upon the percentage of com- 


* References throughout are to the Internal Revenue Code. 
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pletion method and report for excess 
profits tax purposes only the amount of 
income so determined, Section 455. If 
this election is adopted, the income of 
the base period years must also be re- 
computed on the percentage of com- 
pletion method; Section 433(b) (8). 
Furthermore, with certain limitations 
the invested capital, the net new capital 
addition, the base period capital addi- 
tion, and the net capital addition or 
reduction must be computed in a man- 
ner consistent with the percentage of 
completion method of accounting ; Sec- 


tion 441(h). 


Q. Explain the adjustment for inter- 
est on borrowed capital, Section 435 
({)(5) with reference to the capital ad- 
ditions in the base period. 

A. Capital addition in the base peri- 
od, Section 435(f), includes increase 
during the last two years of the base 
period in equity capital and in 75% of 
borrowed capital, the aggregate of 
which must be reduced by the increase 
in inadmissables, 75% of loans to mem- 
bers of a controlled group and 75% of 
the amount of the adjustment for inter- 
est on borrowed capital. A credit of 
12% of the base period capital addition 
is allowed ; Section 435 (a) (1) (B). 

The adjustment for interest on bor- 
rowed capital, explained in Section 
435(f) (5), requires the following com- 
putations : 

(a) The amount of each indebtedness con- 
stituting borrowed capital, Section 
439(b), as of the first day of the tax- 
able year, is multiplied by the annual 
rate of interest payable on such in- 
debtedness. The result is one year’s 
interest on each item of indebtedness 
which constitutes borrowed capital; 

(b) The aggregate of the individual 
amounts of interest is next deter- 
mined; 

This interest is capitalized on a 12% 
basis, ie., there is determined the 
amount of principal which at 12% in- 
terest would produce the amount de- 
termined in (b) above. 75% of the 
result is then deducted as the “adjust- 
ment for interest on borrowed capital.” 


Q 
~~ 


Additional credit on an increase in 
borrowed capital during the tax period 
is partially offset by disallowance of a 
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portion of the interest expense deduc- 
tion. A similar disallowance is made 
for an increase in borrowed capital 
during the base period. This is done, 
not by disallowing interest as such, 
but by eliminating from the borrowed 
capital addition an amount of indebted- 
ness on which the amount of interest 
to be disallowed would have been paid. 

However, the taxpayer’s interest 
rate may be less than 12% per annum 
and since it is proposed to disallow only 
the interest actually incurred on the 
amount attributable to the borrowed 
capital included, it is necessary to con- 
vert interest actually paid into equi- 
valent borrowed capital on a 12% 
basis; Section 435(f) (5) (C). 

Q. If a taxpayer's credit under the 
invested capital method or under the 
income method each produces a result 
of less than $25,000 and, as a conse- 
quence, is increased to $25,000 under 
Section 431, does the taxpayer adjust 
its interest deduction for the excess 
profits tax year under the capital 
method provided in Section 433(a) (1) 
(N) or under the income method pro- 


vided in Section 433(a)(1)(O)? 


A. Under these circumstances the 
taxpayer should select that interest ad- 
justment which produces the lesser ex- 
cess profits tax, Section 434(a), and 
use that method in computing its ex- 
cess profits credit. 


QO. In converting the net operating 
loss deduction for income tax purposes 
into the amount deductible for excess 
profits tax purposes, is an adjustment 
required for interest paid on borrowed 
capital? 

A. Yes. A portion of the interest is 
eliminated not only for the year in 
which the loss occurred, but also for 
the years which enter into the com- 
putation of the amount of the carryover 
to the excess profits tax year; Section 
433(a)(1)(J) (i). The amount there- 
of is determined under Section 433 (a) 
(1)(N) if the credit is based upon in- 
vested capital, and under Section 433 
(a)(1)(O) if the credit is based upon 
income. 
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O. A corporation which was organ- 
ized and started business on February 
14, 1947, files returns on the basis of a 
fiscal year ending August 31. In de- 
termining its credit based upon income 
may it annualize its net income for the 
first taxable year which ended August 
31, 1947, and may it use the three best 
of the taxable years ended in 1947, 
1948, 1949 and 1950? 

A. It may not annualize its net in- 
come for the taxable year ended Au- 
gust 31, 1947, nor may it use the three 
best of the fiscal years ended in 1947, 
1948, 1949 and 1950. 

It may aggregate the excess profits 
net income of each month of the period 
during which it was in existence, and 
divide the total by 3, the result being 
its average base period net income. The 
income of each month is determined by 
dividing the income of each taxable 
year by the number of full calendar 
months in each taxable year. If any 
month results in a loss it may be ad- 
justed to zero. The taxpayer must also 
use zero for any month in which it 
was not in existence; Section 435(d). 

The excess profits net income for the 
month of February, 1947, and for each 
other month in the period ended August 
31, 1947, will be one-sixth of the in- 
come for said period, although it covers 
operations for six-and-one-half months. 

The taxpayer is also entitled to the 
base period capital addition, Section 
435(f), and is subject to the net capital 
addition or reduction in the tax period ; 
Section 435(g). It may avail itself of 
the relief provisions applicable to new 
corporations if these produce a higher 
credit ; Section 445. 

O. In determining whether a tax- 
payer is entitled to the alternative based 
on growth in computing average base 
period net income under Section 
435(e), 1s the payroll test to be deter- 
mined upon a cash basis or accrual 
basis? 

A. Cash or accrual, dependent upon 
the method of accounting used by the 
taxpayer; Section 435(e) (4). 


OQ. A corporation in the last six 
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months of the base period acquires sev- 
eral additional outlets, are the earnings 
of these outlets for the six months 
eliminated in determining its average 
base period net income? 


A. No. 

Q. In the above question tf the ac- 
quisition of the additional outlets took 
place in the last half of 1950, would the 
earnings of such outlets be eliminated? 

A. No, and unless the corporation 
had a taxable year which began in 1949 
and ended in the last half of 1950, the 
earnings for the period here considered 
would not enter into the determination 
of the average base period net income; 
Section 435(b). 

QO. What is the effect of refund in 
1949 of foreign income taxes claimed 
as a credit against the tax otherwise 
payable in the five prior taxable years? 

A. Such foreign taxes do not enter 
into the computation of excess profits 
net income for base period years; Sec- 
tion 433(b). The Commissioner should 
be notified of refunds of foreign taxes 
taken as credits, Section 131(c), and 
he will redetermine the foreign tax 
credit upon the basis of the revised 
amounts. The excess profits tax lia- 
bility and the credit are not affected 
thereby. 

Q. Assume a corporation has an 
average excess profits net income of 
$100,000 before any disallowance of 
abnormal deductions under Section 
433(b)(9). Assume further, that a 
class of deductions for a base period 
year is $15,000 which exceeds 115% 
of the average amount of the deduc- 
tions of such class for the four previous 
taxable years by $10,000, and_ that 
there is a similar deduction in the cur- 
rent excess profits tax year of $14,000, 
so that the amount to be disallowed 
would be only $1,000. Is the $1,000 
disallowed or 1s this disallowance pre- 
vented by the 5% limitation in Section 
433(b) (10) (B)? 

A. The $1,000 will probably not be 
disallowed because of 5% limitation. 
However, the Committee Reports indi- 
cate the 5% test is to be applied to the 
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amount of the class of deductions 
($15,000) rather than to the amount 
to be disallowed ($1,000), in which 
event the $1,000 would be disallowed 
as a deduction. 


Q. Two corporations merged during 
the base period. May the survivor use 
the income experience of the predeces- 
sor to determine its average base pe- 
riod net income? 


A. Yes, Section 462(b), but if the 
acquiring corporation acquired stock 
of its component, after December 31, 
1945, Sec. 462(j) imposes limitations 
unless such acquisition was for stock of 
the acquiring corporation. 


Q. If a partnership or a sole pro- 
prietorship was incorporated on Au- 
gust 1, 1948, how does the acquiring 
corporation compute its average base 
period net income? What adjustments, 
if any, should be made to the profits 
prior to incorporation? 


A. The income experience of the 
predecessor prior to the incorporation 
may be combined with the income ex- 
perience of the acquiring corporation ; 
Section 462(b). The excess profits net 
income is determined on a monthly 
basis, for each month of the base period 
by dividing the excess profits net in- 
come for each taxable year within the 
base period by the number of full calen- 
dar months in the taxable year. Before 
the figures are combined, the losses 
must be considered but after the com- 
bination the loss months may be 
changed to zero; Section 462(b) (3). 
The best consecutive 36 months may be 
chosen and divided by 3 or the worst 
12 consecutive months may be elimin- 
ated and the aggregate of the remainder 
divided by 3 to determine the aver- 
age base period net income; Section 
435(d). 

The Commissioner will undoubtedly 
determine the income of the partner- 
ship or proprietorship as though it had 
been a corporation. This will require 
adjustments for partners’ salaries, divi- 
dends received, capital gains, charitable 
contributions, etc. In this connection 
see Section 35.742-1 of Regulations 
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112 relating to the prior excess profits 
tax law. 


OQ. May an acquiring corporation 
which meets all the requirements of 
Section 435(e) compute its average 
base period net income by reference to 
its income experience alone if tts com- 
ponent corporation was not in existence 
at the beginning of the base period? 

A. Yes, Section 462(a), providing 
the assets of the acquiring corporation 
on the first day of its base period did 
not exceed $20,000,000; Section 462 


(c)(1)(B). 


QO. Is an acquiring corporation, not 
actually in existence on the first day of 
its base period, deemed constructively 
to be in existence on such day for the 
purpose of qualifying for the alterna- 
tive average base period net income 
based on gr wth, Section 435(e), tf its 
component 9 rporation was in exxist- 
ence on the jirst day of the base period? 


A. Yes; Section 461(d). 


Q. If an acquiring corporation com- 
putes its excess profits credit on the 
invested capital method and the trans- 
action by which it became an acquiring 
corporation occurred in 1945, may tt 
include in its recent loss adjustment 
losses suffered by the component cor- 
poration from 1940 to 1945? 


A. Yes; Section 437(f) (3) (B). 


QO. Corporation A acquires by pur- 
chase all of the assets and business of 
Corporation B and continues the busi- 
ness of Corporation B on the same 
premises. May Corporation A use B’s 
income experience? 

A. No. Corporation A is not an ac- 
quiring corporation, Section 461 (a). 


Q. An existing corporation has an 
excess profits credit of less than 
$25,000. If it creates a new subsidiary 
in 1951 and the subsidiary takes over 
part of the business formerly conducted 
by the parent, will each be entitled to 
a minimum credit of $25,000? 

A. Apparently yes, but see Section 
129. 
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The Certified Public Accountant’s Problems 
Under Price and Wage Stabilization 


By Hervert S. Minot and Louis ZASLOFF 


Introduction 
| igen advent of the National Price 


and Wage Stabilization Program, 
as recently promulgated by Director 
Michael V. DiSalle, Chairman of the 
Office of Price Stabilization, and Cyrus 
S. Ching, Chairman of the Wage 
Stabilization Board, has leveled its full 


impact against business in the normal. 


course of price setting and wage pay- 
ment. The businessman, confronted 
with a host of laws, regulations, inter- 
pretations, directives, etc., will in many 
cases attempt to shift some of the 
burden to the ever-wider shoulders of 
his certified public accountant. 

Furthermore, the certified public ac- 
countant may also be called upon to 
help dig his client out of a morass of 
pamphlets, papers and red tape, and, as 
has been so aptly called in the last war, 
the language of “gobbledy-gook.” 





HersBert S. Minot, Eso., and 
Louts ZAsLorr, Eso., are members 
of the New York and Federal Bar, 
and associates of the law firm of 
Minot & Zasloff, New York, N. Y. 
Both are authors of books and arti- 
cles with reference to government, 
industry, labor and marketing prob- 
lems. 

Mr. Minot, a member of the 
faculty of Pace College, was former- 
ly attached to the National War 
Labor Board and affiliated agencies 
during the last war. Both have 
served as special counsel to numer- 
ous trade associations on industry- 
wide problems. 

During World War II, they were 
engaged as general and special coun- 
sel under the stabilization program 
in behalf of corporations and indus- 
trial groups. 
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Had government, through its admin- 
istrators, permitted the professional to 
attain, in normal sequence, knowledge 
and understanding of the new laws of 
stabilization, the seriousness of the 
whole confusing problem of stabiliza- 
tion would be lessened. Instead, in 
their great wisdom, the stabilization 
program was ushered in with hundreds 
of pages of regulations, considerations, 
and conflict between those agencies 
that are charged with the administra- 
tion of the program. In addition, the 
agencies are daily emitting a flow of 
regulations, considerations and _inter- 
pretations which, within a period of 
weeks, baffles the experts. 


In view of the difficulties encoun- 
tered by the administrators, it is not 
surprising that the scope of his task 
may be insurmountable for the certified 
public accountant, unless he is to de- 
vote a full measure of his working time 
to a detailed study and analysis of the 
situation. 


Fortunately for all concerned, most 
of the government personnel and the 
industry advisers connected with this 
program have had experience during 
the last great conflict, running over a 
period of three years, in the adminis- 
tration of the wage and price stabiliza- 
tion program. Accordingly, they real- 
ize that a considerable amount of pub- 
lic education is required before a rigid 
enforcement of the program can be 
launched. 

Suffice it to say, that even if a period 
of grace be accorded the business com- 
munity, it will not afford sufficient 
time to most certified public account- 
ants to keep up with the ever increas- 
ing gush and flow of new regulations, 
their considerations and _ interpreta- 
tions. 

Nor will the attempts by newspaper, 
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radio and other media, to clarify and 
expound methods and procedures in 
obtaining relief simplify the task ahead. 

The authors are, therefore, taking 
this opportunity to point out a basic 
approach to the problem of stabiliza- 
tion. What treatment shall it be ac- 
corded? How shall the accountants’ 
responsibilities under it be discharged ? 

It should be borne in mind that the 
accountant’s responsibility is only that 
which he voluntarily assumes. The 
certified public accountant should not 
assume any additional duties or respon- 
sibilities dealing with stabilization un- 
less he has first familiarized himself 
with the applicable regulations and has 
pointed out to his client that the pri- 
mary responsibility lies with manage- 
ment. The certified public accountant 
should be an adviser not an adminis- 
trator. Where necessary, the certified 
public accountant should not hesitate 
to seek the guidance of the client’s 
attorney or trade association, or both. 


Comparison of New and Old 
Stabilization Program 

1. General Comparison: Basically, 
both programs attempt to steady the 
economy of the country by prohibiting 
a change in the status quo of the costs 
of labor and materials with relation to 
the price of goods. The programs are, 
therefore, aimed at a “freeze” of 
“prices of commodities”, “wages” and 
“salaries.” Both programs have at- 
tempted to provide some measure of 
elasticity within the general concept of 
stabilization, so that neither labor nor 
business be unnecessarily injured 
thereby. In order to create this justifi- 
able balance for the individual, the 
agencies are compelled to promulgate 
“tailor-made” regulations. These regu- 
lations are the backbone of the admin- 
istration of the program and require 
full understanding of their origins, re- 
liefs and effectiveness. 

2. Comparison of Organization and 
Authority: The old program in World 
War II, contained a dual authority, the 
O.P.A. and the W.L.B. Today we 
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again have a dual authority, the O.P.S. 
and the W.S.B. However, the primary 
delegation of power to each of these 
agencies has remained the same. In 
fact, the first release of directives from 
both agencies has begun to follow the 
classic pattern established in the old 
program, i.e., general adjustments, fol- 
lowed by individual adjustments, both 
in price and wage controls. 


3. Tri-partite Control in Both: The 
top authority within each agency is 
similarly composed, with reference to 
the W.S.B., of public, labor and indus- 
try members, and, in the case of the 
O.P.S., with industry panels. Business 
presumably has, therefore, been given 
equal say in the administration of the 
entire program. 


4. Similarity of Regulations: An 
analysis of the already existing general 
orders of O.P.S., indicates the complete 
lifting of the old basic regulations, in 
creating new pricing, adjusting old 
pricing and in relief measures. Simi- 
larly, the W.S.B., in their releases of 
general regulations, which were previ- 
ously called general orders, we now 
find numerically the exact sequence. 


The old “Little Steel Formula” of 
15% “cost of living adjustment” has 
given way to a new 10% formula. The 
old merit, or seniority and reclassifica- 
tion procedure contained under the 
W.L.B. general orders #5, #9 and #31, 
has already been incorporated in the 
new general regulations #5 of W.S.B. 
The record-keeping provisions of the 
entire stabilization program are a mere 
restatement in the new program of the 
old procedures and precedents. Once 
again, each business is compelled to 
maintain basic job classification rec- 
ords, basic price records relating to in- 
voice and delivery prices, etc. The 
burden of proof again is placed upon 
the businessman to prove he is right, 
rather than to place thefonus upon the 
government to prove that the business- 
man is wrong. This variance of our 
established legalistic approach under 
our American system of jurisprudence 
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is fraught with significant responsibil- 
ity to the businessman. 

5. Enforcement Machinery: The en- 
forcement machinery and _ penalties 
under both programs are similar. In- 
fractions on the part of businessmen 
under the regulations then, as now, may 
cause violators of wage and price laws 
to face a maximum of a year in jail or a 
$10,000.00 fine, or both. It has just 
been decided that the U. S. Dept. of 
Justice shall be in charge of enforce- 
ment rather than the old method of 
specific agency enforcement. 

6. Procedures: The procedural ma- 
chinery to be utilized by all applicants 
for relief, is in its greatest measure, 
exactly the same. All applicants for 
price adjustments are required to sub- 
mit historical data, charts, commodity 
indexes and purchase and sales records 
and analyses, wage and salary schedul- 
ing, etc., depending upon the relief re- 
quired, and the actual problem posed. 


7. Regional Offices: The creation 
of regional offices throughout the 
United States to administer the regula- 
tions of these agencies in conformity 
with the going area rates for wages and 
salaries and sectional practices, is once 
again being done. 


8. Appeals: In like manner, the ap- 
peal procedures from regional decisions 
has been re-created, with the final de- 
termination in Washington, D. C. 


9. Wage and Hour Department: 
Authority has once again been granted 
to the Wage and Hour Division of the 
U. S. Dept. of Labor to do initial proc- 
essing of all wage and salary applica- 
tions pending the establishment of the 
W.S.B., and possibly some Treasury 
Division, i.e., Salary Stabilization. 


How the CPA May Profit from 
Experience,in Dealing with the 
Ol@ Regulations 


Past Experience Valuable 
You, as a certified public account- 
ant, may have had one or more experi- 
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ences on behalf of your clients in deal- 
ing with the old regulations. The 
lessons you may then have learned will 
undoubtedly be invaluable to you in 
seeking to cope with the present 
mounting tide of new regulations. 


Presentation of Facts and Figures 


Basically, you must have found that 
facts and figures were not always suf- 
ficient to give the governmental body 
and its analysts a firm grasp and under- 
standing of your client’s problems, 
which may have been unique by the 
very nature of the client’s business. 
You therefore soon learned that, in 
addition to the quantitative analysis 
and other data involved in the simple 
preparation of forms, petitions, sched- 
ules, etc., it was incumbent upon vou 
to analyze the regulations which may 
have entitled your client to relief under 
his circumstances. Unless you were 
capable of putting yourself in the 
position of the man behind the desk, 
reviewing and processing your client’s 
application, you were called upon to 
submit additional data ad infinitum 
and found that the application was 
delayed beyond the time when the relief 
could afford your client any value. 
Further, at times of audit, you were 
still plagued with indecision upon pend- 
ing applications for relief in these 
agencies, which made it difficult, if 
not impossible, to prepare tax reports, 
financial statements, etc. 


Your Client’s Bookkeeping 
Department 


Undoubtedly, you recall the urgency 
with which you were compelled to 
teach the bookkeeping staff of your 
client the new practices and procedures 
required by these regulations and how 
to shorten the task which was thrust 
upon you. Set a schedule of education 
forthwith before all of the personnel of 
your client to insure a full measure 
of cooperation and accuracy of record. 
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What Lessons Have Been Learned? 
In connection with the filing of an 

application in behalf of your client, the 

client, or his representative, needed: 

1. Full and exhaustive information, 
properly correlated and reduced on 
the application to the simplest state- 
ment of facts and charts that would 
sustain his claim for relief. 

2. Someone to sit in conference 
with the agency officials and orally 
convince them of the necessity of grant- 
ing the relief he required. 

3. The continuous preparation of 
supplementary data and other material 
in a manner responsive to the require- 
ments of the specific agency on its 
designated forms. 

4. The expenditure of sufficient 
time and effort to see that nowhere 
along the avenue of processing had 
his application accidentally become 
“pigeon-holed.” 

5. The knowledge of the internal 
procedure of the agency lawfully per- 
mitting the expediting of an applica- 
tion, where time is of the essence. 


New Business Risks Confronting 
Your Clients 


The average business concern is 
once again vitally concerned with what 
it can and cannot do in the matter 
of pricing or wage and salary adjust- 
ments. In addition, the critical material 
allocation program necessarily compels 
adjustments in production programs 
and schedules. The assignment of 
government contracts has brought with 
itself a host of new problems, since 
dealing with government in no respect 
is equal to practices and procedures 
in dealing with the business commu- 
nity. The businessman, therefore, has 
before him and recognizes a number 
of new risks which require acceptance 
and proper administration. 

Once again, the businessman, in his 
effort to alleviate the assumption of 
the described risks, will call upon his 
accountant to assist him in steering 
the business on a safe course through 
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the various pitfalls which would inter- 
fere with continued production, main- 
tenance of organization, and the oppor- 
tunity profitably to continue to do 
business. 


1. Critical materials: A number of 
new regulations are being released, 
daily, enjoining the use of various base 
materials which affect the actual pro- 
duction of the products of your client. 
Immediate relief is required in the 
finding of secondary or substitute ma- 
terials for replacement. Sources must 
be found, costs must be re-determined, 
computations and calculations become 
necessary, and time is of the essence. 
In this regard, you, as the accountant, 
may afford aid to your client by help- 
ing him to determine his ability to 
obtain priority ratings. 

2. Price freezes: Upon the date of 
freeze, various clients may have suf- 
fered a frozen price out of proportion 
to rising costs, thereby damaging their 
normal margin of profit. Some of 
your clients may desire to discontinue 
models of frozen products and com- 
mence new models. Others, unfortun- 
ately, will be subject to roll-back with- 
out corresponding ability to reduce 
their material and labor costs. All 
these situations will pose to your clients 
real and immediate problems of price 
adjustments. You may be able to aid 
your client in this regard. 


3. Wage and salary freezes: None 
of your clients can continue to manu- 
facture products unless they are capable 
of retaining some measure of flexi- 
bility in their labor-management re- 
lations. It often involves the granting 
of pay adjustments by reclassification, 
merit or seniority under a wage sched- 
ule. However, such wage schedule 
must have been approved under the~ 
wage stabilization program. You may 
aid your client in retaining this flexi- 
bility by immediate preparation of a 
wage schedule fully approved by the 
appropriate agency. 

4. Labor piracy: As a result of the 
development of defense industries and 
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the increase of the armed services, 
there will be a curtailment of the 
available labor supply. This situation 
has always resulted in a competitive 
bidding method for manpower. . Those 
concerns whose wage and salary pro- 
grams have been traditionally high 
will naturally attract all available labor 
supply and inevitably cause your client 
the loss of his key personnel if he does 
not have a similar scale. Here again, 
it is possible that the proper presen- 
tation of an adequate wage and salary 
schedule approved by the appropriate 
agency may prevent this situation from 
depleting your client’s labor force. 
Failure to take prompt action may 
compel your client to cease operations. 


5. Government contracts: Many of 
your clients will be desirous of obtain- 
ing government contracts, either direct 
or on a sub-contractual basis. This 
may come about because of their de- 
sire, first, to cooperate with govern- 
ment or, second, to use up so much of 
their productive facilities as become 
inoperative due to the curtailment of 
civilian production. Incidental there- 
to, your client, by acceptance of such 
contracts, becomes subject to various 
federal regulations which are more 
stringent in their force and effect than 
the existing regulations for civilian 
production. He therefore may call upon 
you to see to it that he makes proper 
payments in pursuance of the wage 
and hour rules and regulations of the 
Public Contracts Division, as to each 
of the government agencies. 


6. Degree of cooperation of clients: 
It has previously been stated by Direc- 
*tor DiSalle, in a recent speech at 
Toledo, Ohio, concerning compliance 
with stabilization, that businessmen 
generally fall into three broad cate- 
gories: 


Group I: Those business organi- 
zations which strive to comply strictly 
with all existing government regula- 
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lations and spare neither time nor 
money to adhere thereto fully. 

Group II: Those business organi- 
zations which desire to comply, but do 
not know how. 

Group III: A minority of business 
organizations that deliberately seek to 
avoid or evade government regulations 
and restrictions. 

He further stated that the degree of 
success of the stabilization program 
can only be measured by adjustments 
that do not seek to misuse, evade or 
avoid the requirements of the law. It 
is toward this end that the cooperation 
of business, and particularly account- 
ants, is required for the effective ad- 
ministration of the price and wage 
freeze program. 


Union Pressures on Your Clients 
and Their Effect Upon You 


Involuntary Increases 

Demanded By Unions 

Many of your clients are in contrac- 
tual relationship with a union in their 
particular industries. No doubt, you 
may also find that there has been no 
wage adjustment for a period of a year 
or more. The freeze of wages has, there- 
fore, caught the union “short” and it 
usually attempts to seek relief from the 
price freeze under which it and your 
client must live, and requests your 
client to grant wage adjustments to 
his labor force. 


Disadvantage May Sometimes 

Be Turned to Advantage 

When your client is faced with this 
problem, if he wishes to yield to the 
union’s request he needs immediate 
advice. He will want to know how and 
where to get such relief and how soon 
he may expect it. You may also find 
that, if he is able to get such wage re- 
lief, your client’s price picture may be 
adjusted. Therefore, through this 
union pressure a financial advantage 
may sometimes be given to your client 
in the final price adjustment. 
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The Certified Public Accountant's ‘Problems Under Price and Wage Stabilization 


Lack of Deliberation 
Costly to Client 


Ofttimes, as in the past, the business- 
man, having to answer his problem im- 
mediately, takes time by the forelock, 
grants his adjustments, and trusts that 
his acts will go unpunished. Experi- 
ence has adequately established that 
such unpremeditated altruism on the 
part of the businessman does not pay, 
for the enforcement staff is neither lax 
nor sympathetic to your client’s posi- 
tion. When this event happens, your 
client may place the problem in your 
lap, for such aid as you may be able to 
supply. 

Once again it should be mentioned 
that these responsibilities are not neces- 
sarily inherent in the relationship be- 
tween client and accountant, and they 
should not be lightly assumed. 


The CPA’s Dilemma 


We believe that by the time you have 
reached this point in our paper, you 
will fully appreciate the serious prob- 
lems you may be called upon to help 
solve on behalf of your client. All this, 
in addition to your existing professional 
duties and responsibilities with refer- 
ence to new taxes and new rules and 
regulations, makes your task ever the 
harder. 

As a professional, you, too, will be 
subjected to the same depletion of staff, 
and for the very same reasons as apply 
to your clients. Your problem is even 
more acute by reason of your require- 
ments of highly trained personnel. 
There is no easy replacement of your 
personnel such as may often be possible 
with your clients. 

However, there may be no avenue 
of escape from your responsibilities. 
Your client may not be willing to listen 
to your tale of woe in an effort to avoid 
them. The client must be educated to 
honor your request for additional re- 
muneration commensurate with the ad- 
ditional responsibilities you assume. 

How then, are you to emerge from 
this dilemma? Your best solution is to 
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develop efficiency within your own per- 
sonnel and in the complementary staff 
of your client, so as to reduce your 
work-time and costs involved to a 
minimum, and to call upon available 
outside counselors or associations for 
required assistance. 


The Approach to the Problem 
of Aiding Your Clients 

We will now attempt to detail a 
check list on a general basis, which will 
be helpful to clients in the preparation 
of their applications to the various 
agencies of the stabilization program. 
Of course, not all these matters will 
necessarily apply to any one client. 


I. General Situation Analysis. 


A. History of company 
Nature of management 
Plant location 
Methods of production and 
products 
4. Business conditions in the 
industry 
. Pricing within and without the 
industry 
. Wage and salary data within and 
without the industry 
Intra-product group adjustments 
and margins 
. Inter-product group adjustments 
and margins 
. Cost analysis 
. Product analysis 
. Labor analysis 
Personnel analysis 
Market analysis 
. Area analysis 
L. Historic and/or related profit 
margins 
M. Going wage rate study 
N. Job descriptions 
O. Product descriptions 
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II. Specific Problem Analysis. 


A. What relief sought? 
B. What specific regulations may af- 
ford relief? 
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IV. 


V. 


V1. 
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Relate client’s factual situation 
to industry factual situation, and 
to existing regulations (statisti- 
cal computations). 

Preparation of Applications. 
Prepare full and detailed analy- 
sis, both quantitative and quali- 
tative, together with charts, 
schedules and required exhibits. 
Filing—Follow Through. 

File the application with the 
appropriate agency or division 
having jurisdiction of the subject 
matter of the problem and which 
has authority to give the client 
the relief demanded. Follow 
through after the filing to be 
certain that the application is 
not held up unnecessarily in proc- 
essing or through the various 
procedures of the particular de- 
partment, to a final determina- 
tion. 

Hearings and Conferences. 
3e certain that the client is rep- 
resented at any and all confer- 
ences with any agency personnel 
who are processing the applica- 
tion. Insist upon hearings, so 
that those persons of the agency 
who make final determination 
are adequately informed as to the 
special features of the problem 
and the reasons for immediate 
relief. An approach to such offi- 
cials in a cooperative spirit will 
aid in a quick determination. 


Supplementary Data. 

Be certain that all necessary sup- 
plementary data are adequately 
prepared and properly submitted 
at every conference and hearing, 


VIl. 


VIII. 


to reinforce the justifiable posi- 
tion of the application. 

Appeals. 

In the event the application is 
denied, or the specific relief re- 
quired is not obtained, the client 
may, under the law, take appeals. 
In some instances more than one 
appeal may be taken. In prac- 
tically all instances, the ultimate 
place of appeal is in Washington, 
D. C. Do not be discouraged or 
dissuaded by a local denial of the 
application. Review your data 
and put in additional work if 
your cause is just and meritor- 
ious. 


Administration of Relief 


Obtained. 


After the application has heen 
granted, promptly innovate all 
necessary changes and modifica- 
tions in the records to comply 
strictly with the terms of the 
decision. Be certain that the 
wage schedules or price schedules 
reflect the rulings obtained, and 
that all rulings are kept in a 
proper place for later review. In 
the event the determination upon 
the applications requires new 
forms and procedures, inaugu- 
rate them forthwith. 


Conclusion 


There are three cardinal principles 
we seek to set before you: 


1. Be prepared. 

2. Educate yourself and your 
clients. 

3. You have helped your clients be- 


fore and you can surely do it again. 
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The CPA’s Services to Business 


By STEPHEN Cuan, C.P.A. 


nN today’s complex and competitive 
I business world, the greatest need 
of most clients is sound advice and 
guidance. Good accounting or auditing 
work is not enough. Management 
needs explanations of the meaning of 
the data you have developed and an 
interpretation of the relationship and 
effect of the accounting results upon 
present and future business activity. 

Our profession will prosper only so 
long as it fills a vital need and per- 
forms functions beneficial to business 
or government. We can increase our 
value only by helping business increase 
its efficiency and earn or retain greater 
profits. 

The main purpose of this paper is 
to outline some of the services other 
than auditing, which the Certified 
Public Accountant can render his 
clients. 

Business Advice 

Some of the matters I will mention 
are applicable to many clients, others 
may arise only in special situations. 
The following may be illustrative. 

(a) One of the purposes of monthly 
or interim reports should be to aid in 
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controlling operations. For instance, 
if inventory appears high in relation 
to sales volume or capital, the quicker 
you discuss this with your client, the 
more; promptly corrective steps may be 
taken. 

When discussing inventory position, 
keep in mind the effect of outstanding 
purchase commitments. Often, goods on 
order arrive when least desired. 

(b) Watch accounts receivable ; even 
your cursory review should disclose 
the larger past due balances. If the 
client’s collection policy has become 
less effective, he will appreciate a re- 
minder. 

(c) Not long ago salesmen’s com- 
missions of 10% of sales were paid by 
a client who earned a gross profit of 
less than 25%. The client had not 
realized that he was paying such a 
large percentage of his profits to sales- 
men. A conference resulted in a change 
in selling methods and a reduction in 
selling expenses. 

(d) For a business handling several 
products, a semi-annual analysis of the 
gross profit on each class of item may 
disclose unprofitable products which 
could be eliminated from the line. 


(e) The accountant should sit in on 
decisions such as to buy a new plant 
or machinery, to open or close branches, 
to buy premises or lease them. He can 
be helpful not only in the business 
effect but also in assessing the tax 
implications. 

(f) Suggesting the proper source 
and type of financing required and 
rendering assistance in obtaining bank 
loans or other financing is another im- 
portant source of client goodwill. The 
accountant should maintain close re- 
lationships with banks, so that he will 
find a sympathetic ear for his client’s 
problems. A good bank relationship 
will be helpful both to the accountant 
and to the client. 


183 








The New York Certified Public Accountant 


The accountant should also be able 
to recognize which situations are 
“bankable”’ and which money needs 
must be met by factors, sale of equity 
securities, placing a mortgage, etc., in 
order that he may guide his client to 
the proper financial channels. 


Tax Advice 


We are in an era of continuing high 
tax rates, therefore “tax practice” is 
usually the most important of the 
CPA’s specialties. 


It is obviously impossible to present 
a summary of all possible tax advice in 
a short outline. The opportunities will 
vary with each situation. However, the 
following illustrations may be kept in 
mind: 


(a) Watch the client’s operations 
constantly. Proper tax guidance is a 
year-round affair. Towards the year- 
end you should confer with each client, 
after reviewing operations for the ten 
or eleven-month period, to discuss such 
items as: 

Officers’ and employees’ year end bonuses. 

Acceleration or deceleration of shipments 

and acceleration or deceleration of such 
expenses as advertising, supplies, etc. 
Review of dividend policy and vulnerability 
to Section 102. 

It is important to watch that the limitation 
on charitable contributions is not ex- 
ceeded. In closely held corporations it 
may be advantageous to suggest that the 
owner-officers pay certain contributions 
personally if they will receive greater 
tax benefit than the corporation would. 

(b) The “reserve” basis for bad 
debts usually offers greater leeway in 
spacing tax deductions, than does the 
“write-off” method. It will usually 
be advantageous to suggest the reserve 
basis to clients. Application for a 
change of basis may be made to the 
Commissioner of Internal Revenue. 


(c) The CPA should be alert to the 
possibilities of the client doing business 
with two or more corporate entities 
in cases where this will reduce the all- 
over tax burden, especially if earnings 
can thus properly be kept below 
$25,000. You may have noticed that 


184 


the present excess profits tax law 
exempts the first $25,000. of net profit. 

In this connection, beware of Section 
45 of the Internal Revenue Code, since, 
if there is no proper business purpose, 
the Treasury Department can reallocate 
the income among the various corpo- 
rate entities. 

(d) The transactions of those clients 
for whom you prepare personal income 
tax returns should be reviewed before 
the year-end, in order to advise them 
whether to take capital losses or realize 
potential gains, and whether to antici- 
pate contributions, medical expenses, 
and other deductible items, or to post- 
pone the payment thereof. 

(e) Especially with the new 1951 
tax rates and the potential excess 
profits tax in mind, it may be well to 
calculate the advantages of a partner- 
ship over the corporation form of doing 
business. 

(f{) When reviewing the above tax 
problems, look toward the potential 
estate tax problem of your more suc- 
cessful clients. For instance, should the 
business entity carry insurance on the 
lives of its majority owners in order to 
redeem the stock or interest at death? 
Should gifts be made now and continue 
gradually over a period of years, to 
reduce estate taxes? 


System Revision 


The past 20 years have witnessed an 
unprecedented increase in paper work 
and office detail. In view of shortages 
of trained employees and steadily in- 
creasing office and bookkeeping sala- 
ries, the businessman is appreciative of 
reductions in his clerical and bookkeep- 
ing costs. 

Efficiency should be an inherent part 
of a proper accounting system. Pro- 
cedures which have grown with a busi- 
ness, and which have not been regu- 
larly reviewed or revised are often 
unnecessary or needlessly expensive. 

Certain simple methods often fur- 
nish more information at a lower cleri- 
cal cost. This may be illustrated by the 
following items. 
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The CPA’s Services to Business 


(a) Most firms in a trading or man- 
ufacturing business maintain a pur- 
chase journal and a cash-disbursement 
journal, as well as an accounts payable 
ledger. 


Where bills are paid promptly, the 
foregoing three books can be combined 
by the use of a voucher system. This 
merely requires the addition of “date 
paid” and “voucher number” columns 
to the purchase book. The accounts 
payable ledger and its many postings 
are eliminated. 

Where the bills are not paid promptly 
or when numerous payments are made 
on account, the foregoing voucher sys- 
tem may not be practical. However, 
the necessity of entering each check in 
the cash disbursement book can be 
eliminated by the use of a separate 
checkbook, exclusively for payments to 
merchandise and supply creditors. The 
postings to the accounts payable ledger 
are made directly from the check-stubs. 
The stubs are totaled monthly and the 
resulting figures for discount, accounts 
payable and cash are posted from one 
journal entry. 

Other business disbursements for 
wages, services, etc. are made from an- 
other checkbook, using checks of a 
different color. 


(b) Concerns with many customers’ 
accounts, which require that monthly 
statements be mailed in order to expe- 
dite collections, can save considerable 
time by using either a machine or hand 
bookkeeping system which prepares the 
accounts receivable ledger account and 
the customer’s statement at one writ- 
ing. Also, if the statements are pre- 
pared in duplicate, the copy can serve 
as a collection follow-up, where neces- 
sary. 

At the month-end, the statements re- 
flecting unpaid balances need only be 
dulled out and mailed. Window enve- 
lopes will simplify the task of address- 
ing, 

(c) In those industries where the 
customer pays the entire balance shown 
on each month’s statement at one time, 
use can be made of the duplicate state- 
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ments to avoid numerous cash receipt 
book entries. The statement copies 
should have a printed space at the bot- 
tom in which to enter the gross amount, 
discount taken and net cash received. 
Each day’s paid statements are then 
stapled at the top, an adding machine 
tape run off, and entered in the cash 
receipts book in one amount. The 
statements are filed in chronological 
order. 


(d) Businesses with twenty or more 
employees will save considerable time 
by using one of several duplicate-writ- 
ing payroll systems. The employee’s 
receipt or envelope, the payroll journal 
and the employees’ ledger sheet are 
prepared at one writing. 


This method eliminates posting er- 
rors and also reduces the time required 
at the end of each month or quarter in 
preparing withholding, unemployment 
and disability insurance and social se- 
curity tax returns. 


(e) Even at this late date some con- 
cerns still use bound books. It should 
be apparent that loose-leaf journals and 
ledgers enable more efficient splitting 
up of bookkeeping tasks among em- 
ployees. Also, when the auditors arrive 
to work on the books, the prior month’s 
records can be pulled out and the cur- 
rent bookkeeping work may proceed 
without interruption. 


(f) Thought should be given to the 
rearrangement of columns in the cash 
and purchase journals to obtain better 
classification and reduce the amount of 
month-end analysis required. 

Also, arrange journals so that the 
most active columns appear at the ex- 
treme left. This will save the time spent 
in reaching across the page and in locat- 
ing the column for entry. 


(g) Review of office procedures and 
forms may indicate duplication of work 
or may disclose the preparation of sta- 
tistics, reports and analyses which are 
of little use but which cost time an 
money, 

(h) Office lay-out, the type of equip- 
ment used and the caliber of the office 
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help show'd all come within the ac- 
countant’s scrutiny. 

Your ciient’s volume may have in- 
creased so greatly that he requires a 
bookkeeping machine installation. Ma- 
chines may save clerical costs and pro- 
vide rapid, complete information. How- 
ever, many firms install machines be- 
fore they are ready for them. Before 
suggesting the purchase of bookkeeping 
machines consider the fact that if only 
one machine operator is employed, the 
bookkeeping work will be at a stand- 
still when she is ill or on vacation. 
Also, if there is a turnover of help, it 
is more difficult and expensive to hire 
a machine operator than an ordinary 
bookkeeper. Furthermore, if there is 
an insufficient volume of transactions 
to keep a machine in use at least 60% 
of the time, there is usually little 
economy to be achieved by the pur- 
chase. 

Insurance Coverage 


Some accountants pay only cursory 
attention to clients’ insurance problems, 
merely satisfying themselves once a 
year that the usual forms of policy are 
carried. However, you will find that 
insurance offers a fertile field for con- 
structive service. 


While it is not the function of the 
auditor to replace the insurance ad- 
viser in selecting coverages and forms, 
his detailed knowledge of the business 
under audit should enable him to pre- 
vent certain errors in insurance ar- 
rangements. In addition, his examina- 
tion of the client’s insurance coverage 
may bring forth hitherto undisclosed 
facts important to the audit. For in- 
stance, a fire-insurance contract may 
indicate that the loss is payable to 
other than the owner-insured, thus re- 
flecting an otherwise undisclosed lien 
on merchandise or machinery. 


The amount of the major types of 
insurance coverage should be compared 
with the asset values of property or 
inventory, and with the potential lia- 
bility loss factors involved in relation 
to the type of business, in order to 
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ascertain that the coverage appears 
adequate. 


Where there is apparent under-in- 
surance of property or inventory 
values, or of liability limits, the ac- 
countant should promptly write his 
client suggesting that the matter be 
taken up with a competent insurance 
source. For instance, if an eight-floor 
office building includes three ten-pas- 
senger elevators, a $10,000 liability 
policy is obviously inadequate in case 
of accident to a full elevator. You will 
find that the additional premium is 
small for higher limit liability coverage. 

Also, if considerable alteration and 
improvement expenditures for property 
are noticed during an audit, the re- 
newal of only the same amount of in- 
surance as for the previous years should 
be commented upon. 

Another point which may be of in- 
terest. You know that the premium 
rate of workmen’s compensation poli- 
cies is based upon the payroll during 
the policy period, classified as to type 
of work done; the various occupational 
classifications carry different rates. 
However, on books of account of the 
average business the payroll expendi- 
ture is charged to one or two ledger 
accounts. It may be helpful for the 
accountant to instruct his clients to 
analyze payroll by specific types of 
operations in accordance with the rate 
schedule set forth in the compensation 
policy. At the end of a policy year. 
by merely multiplying the total payroll 
indicated in each column by the rate 
for the respective operation, the auditor 
will be able to check the accuracy of 
the year-end bill received by his client. 

It has long been accepted by both 
accountants and businessmen that em- 
ployees handling or having access to 
cash, securities, or merchandise should 
be bonded. Statistics show that one- 
third of mercantile failures result from 
dishonesty on the part of employees. 
In order to avoid censure in case of 
subsequent employee dishonesty, the 
accountant finding no fidelity bond 
(dishonesty insurance) in force should 
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write his client a separate letter recom- 
mending that such protection be ob- 
tained. 

A business may suffer more of a 
loss in dollars because of the interrup- 
tion of its operations as an aftermath 
of a fire than it does from the direct 
damage to its equipment in the fire. 
Business - interruption insurance is 
available to repay the net earnings and 
continuing expenses of a business dur- 
ing the period of partial or total sus- 
pension of operations because of fire 
or other cause, such as water damage. 
The American Management Associa- 
tion has called this insurance one of 
the most important forms for all busi- 
ness. For the concern which is not 
liberally capitalized, business-interrup- 
tion insurance will often mean the dif- 
ference between survival and failure. 
Yet many clients do not carry it. 


One way to avoid over or under- 
insurance is to check continually actual 
values with the insurance carried. A 
more efficient method, available for 
business firms with merchandise at two 
or more locations, is known as a “re- 
porting form”. The reporting policy 
names a total limit beyond which the in- 
surer is not liable, and monthly reports 
are made to the insurance company by 
the client, indicating the values at each 
location at a pre-selected day of the 
previous month. The twelve monthly 
reports are averaged at the end of the 
year and a final premium is determined 
based upon the insurance the client 
actually required during the year. Pro- 
vided that a large enough total limit 
is selected to begin with, this policy 
eliminates the chances of under-insur- 
ance with its attendant loss penalties 
and over-insurance with its attendant 
wasted premiums for protection not 
required nor received. 

The reporting form of policy is also 
available for use and occupancy cover- 
age. 

Keep in mind that in most forms 
of insurance a proportionately lower 
premium is charged for a policy written 
for three years than for a one-year 
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term. Even if it is necessary to finance 
the premiums, the client will usually 
save money by purchasing a policy 
with a longer term. 

The auditor should follow up to 
ascertain that refunds are received for 
the unexpired term of policies which 
have been canceled. 


Monthly Audited Reports 


One of the main differences between 
the relationship of a large accounting 
firm and a large corporate client and 
that of a smaller firm and its client, 
is the frequency of the auditor’s visits 
and the degree of supervision or con- 
trol exercised by the auditor. 


The smaller firm’s relationships are 
usually more frequent and more inti- 
mate because of the client’s needs. This 
relationship is maintained by means of 
the monthly audit and report. 


In order to be of maximum value, 
the monthly audit should include suffi- 
ciently varied procedures to discover 
major bookkeeping errors and suffi- 
cient analysis work to enable the 
preparation of an intelligent report. 
Officers’ salaries should be accrued 
even if not fully drawn till the year-end. 
Income and franchise taxes, doubtful 
accounts, discounts and depreciation 
should be provided for, insurance prem- 
iums should be pro-rated and unpaid 
bills and expenses should be carefully 
accrued. 


The set-up, terminology and classifi- 
cation of the monthly financial state- 
ments should conform to those in the 
year-end report, in order that a clear 
comparative picture may be obtained 
by the reader. Many a report fails of 
its purpose because it is not understood, 
and not infrequently that is the fault of 
the accountant. The titles of accounts 
as they appear on the books should be 
ignored if they do not clearly convey 
the desired meaning. 

The details of the respective financial 
statements, will vary with each client 
and type of business. However, statis- 
tics such as unit costs and selling prices 
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are usually of interest. Reports for 
clients in specialized industries must 
be: drawn to highlight the items im- 
portant to that industry. For instance: 


(a) Hotel reports require detailed sta- 
tistics as to departmental operations, per- 
centages of food and liquor costs and ex- 
penses, occupancy percentages, number of 
rooms available for occupancy compared 
with the number occupied, etc. 

(b) Reports for coal companies should 
emphasize both percentages and dollar in- 
come and costs per ton, distinguishing be- 
tween “yard” and “delivered” sales; and 
may include a schedule of purchases, sales 
and inventory by tons, indicating types of 
coal such as nut, pea, buck, rice, etc. 

(c) Brewery reports may set forth in- 
come and costs per barrel, indicate pro- 
duction and sales in barrels as well as dol- 
lars, and, when they are sizable compared 
with production, a section may be devoted 
to malt, hops and other commodity ’com- 
mitments. 


The monthly report should be com- 
plete and informative, since its primary 
purpose is the guidance of the client in 
the conduct of his business. 

Sales may be classified by product, 
salesman or department. It is helpful to 
submit a schedule showing the sales by 
months for the current year, compared 
with the preceding year or years. The 
shedule should also include the sales for 
the full twelve months of the prior 
years, as indicative of the expectations 


When the profit and loss statement 
contains numerous items, it may be 
more readily understood and compared 
if major sections such as “cost of sales”, 
“selling expense”, “general expense”, 
and “other income” are presented in 
separate schedules supporting the con- 
densed statement presented as the main 
exhibit. 


Sending the monthly report to your 
client is only part of your job; to render 
a full service, you should discuss the 
report and point out the salient facts. 
For instance, the following matters 
could be the subject of oral discussion: 

The reasons for variation in profits of the 

current month or period compared with 
the prior period and corresponding peri- 
od one or more years ago. 

Disposition of funds and changes in finan- 

cial and working capital position. 

Determination of the “break-even” point. 

The tax effect of the operating results to 

date. 


Credit problems, especially in seasonal in- 
dustries where close credit agency sur- 
veillance is maintained. 


Remember that frequent conversa- 
tions of this type will result in a much 
closer and firmer client relationship 
than can be obtained by merely making 
a routine audit and presenting a formal 

eport thereon. 





for the remainder of the current year. 
o™or’ S 


AN ADIRONDACK VIEW 


February is the month in which great men have been born—except some of us, 
who were born in July. The following great ideas were born in the storms outdoors 
and the stresses of indoors in this year’s February. 

1. Automobile operating expenses can be greatly reduced in the winter if you have 
a good garage, drive the car into it, close the door tightly, lock it—then leave it locked 

2. Don’t expect your typists to type and think at the same time—when they are 
rolling out reports and tax returns at the speeds they do, their subconscious brain is 
so busy running their fingers that their thinking brain has little chance to do any work. 

3. Inflation is getting so bad that nine men sang in a Rotary double quartet. 

4. An Adirondack native recently remarked that he had rather spend his winters 
at home where he could stay in bed on cold mornings, than be in Florida and have to 
get up. 

5. The Treasury Department is short of pennies. 
commas the tax regulations will be easier to read. 


short of 


When they get 


Leonarp Houcuton, CPA 
of the Adirondack “Chapter” 
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The Accountant’s Function in the 
Credit Granting Process 


By Kermit J. Beryison, C.P.A., and Josepu S. Hersert, C.P.A. 


A New Accounting Function 


The constant growth in stature of the 
accounting profession over the last half 
century has thrust new opportunities 
before the practicing certified public 
accountant, among which have been 
the role of business counselor and the 
function of linking his client with the 
resources of the credit and financial 
world. 

To be of real assistance in credit mat- 
ters, the accountant must have detailed 
and intimate knowledge of his client’s 
affairs. There is no uniform answer to 
the general problem of how often aa 
audit should be performed, but it is 
obvious that the accountant with the 
most current knowledge is best fitted 
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to serve his client in the moulding of 
effective credit and financial relation- 
ships. Monthly examinations often help 
to satisfy this need. In any event, the 
frequency of the audit visit must be 
determined in the light of the client’s 
financial strength, the degree of stand- 
ardization of his product, his liquidity, 
and the general nature of business con- 
ditions. Furthermore, in order to be in 
a position properly to advise any client 
with respect to his business problems, 
the accountant must be familiar with 
the industry as a whole, as well as exist- 
ing competitive conditions. He must 
likewise be aware of needed raw mate- 
rials and their sources and levels of 
supply, so that commitments may be 
properly analyzed and evaluated. 


Types of Financial Assistance 
Available to Clients 


In the performance of this new func- 
tion, the accountant is often called upon 
to assist his client to select the type of 
financial assistance which will be most 
beneficial to him. In this connection, he 
has a choice of (1) unsecured bank 
loans; (2) factoring arrangements ; 
(3) assignment of accounts receivable, 
on a non-notification basis; and (4) 
long-term financing. Obviously, that 
type should be selected which, after 
careful study, is found to afford the 
greatest benefit and advantage to the 
borrowing client. 

Preparatory to negotiations for finan- 
cial assistance of any type, the account- 
ant should help prepare or assemble all 
available data which may be of assist- 
ance in arriving at a decision with re- 


“spect to the credit problem involved, 


such as: 


1. A report which will set forth in detail 
the client’s financial position and oper- 
ating results. 
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2. That type of statement analysis (ratio 
and otherwise, which will be of greatest 
help in the instant case. 

3. A budget for future operations, with 
respect to both cash position and opera- 
tions. 

4. An analysis of current market condi- 
tions as they affect the client's opera- 
tion, 

5. A brief statement of the proposed busi- 

ness use to which the new financing is 

to be applied. 


The CPA’s Relationship with 
Credit Men 


The credit man’s function includes 
the review of the potential customer’s 
financial status for the purpose of deter- 
mining the extent to which credit may 
be granted him, with reasonable assur- 
ance of subsequent payment in full. The 
prompt receipt by the credit man of ac- 
curate information aids greatly in the 
establishment of an appropriate line of 
credit for the business organization in- 
volved. Cooperation with credit men is 
perhaps the most productive and satis- 
fying of the accountant’s credit and 
financial management activities on be- 
half of his client. 

The accountant’s basic responsibilty 
is to his client. This must be remem- 
bered at all times in connection with 
the most contentious element in day-to- 
day credit activity—the credit man’s 
written request or telephone call for in- 
formation. Normal ethical accounting 
procedure provides rightly that any in- 
formation with respect to a client 
should be disseminated by the account- 
ant only with the full knowledge and 
consent of the client. This consent is 
usually readily obtainable, since it is to 
the client’s best interests, credit-wise, to 
cooperate wholeheartedly with the 
financial and merchandising world. In 
this manner, confidence is engendered. 

It is normal credit practice that cus- 
tomers be requested to supply signed 
credit statements at regular intervals. 
Credit statement forms submitted to 
mercantile establishments or to the 
standard credit agencies, by those desir- 
ing to establish a line of credit, will fre- 
quently include therein one of the fol- 
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lowing statements, or a reasonable fac- 
simile thereof : 
“We hereby authorize our attorneys, ac- 
countants, bank and bankers to supply you 
with any information you may request.” 
—or—‘“Our accountants are authorized to 
supply you with any supplementary infor- 
mation that may be desired.” 
By normal practice and extension, this 
authorization is now deemed to provide 
permission to the accountant to keep 
credit men informed on a “running- 
horse” basis. Information ethically 
given at regular intervals over the tele- 
phone cannot help but bolster the 
client’s credit rating, if warranted by 
the circumstances. The client’s credit 
status is established on a firm basis. He 
will not over-extend himself because of 
the governing controls which are auto- 
matically established by the credit man 
upon receipt of current financial infor- 
mation. Further, the accountant is able 
to provide important “fill-in” informa- 
tion which the cold financial statement, 
as written, cannot possibly provide. 
Many elements of major importance in 
the establishment of a credit line may 
not appear on a financial statement be- 
cause they did not exist on the closing 
date. For example, volume subsequent 
to the date of the statement, plans for 
refinancing or additional capitalization, 
the current inventory status, the gen- 
eral state of the market, and so forth. 

The accountant is not and should not 
bea credit man. The accountant should 
not pass on credit, either of his own 
volition or when urged to do so by a 
credit grantor. The accountant’s func- 
tion is primarily to provide information 
upon which a credit decision can be 
made, whether in the form of formal 
financial statements or informal data 
supplemental thereto. The responsibil- 
ity for the decision itself rests in the 
hands of the credit grantor—not the 
accountant. 


Credit Statement Forms 

From the point of view of operation 
of the accountant’s office, it is unfor- 
tunate that credit agencies, banks, and 
other types of credit grantors have not 
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yet agreed upon a standard form. While 
there is a trend towards standardiza- 
tion, we are still a long way from the 
situation where one form of credit state- 
ment can be issued to all who are con- 
cerned with credit information. It has 
been found, on occasion, that the ac- 
countant’s own form of report, which 
has been signed by the client in order 
to conform with usual credit require- 
ments, has been deemed satisfactory to 
all concerned. Perhaps this is a step in 
the right direction. 

In his analysis of a credit statement, 
the credit man is as much concerned 
with the basis for the development of 
figures presented as he is with the fig- 
ures themselves. The fact that the state- 
ment submitted on his own form agrees 
with another issued by an independent 
certified public accountant will un- 
doubtedly lead the credit man to accord 
full reliability to the client’s figures. 

A series of questions appears on each 
of the usual agency and credit grantor 
forms, which should be answered in 
full. With respect to the stated ac- 
counts, the credit man usually wants to 
know about any existing assignments 
or chattel mortgages. Also, whether as- 
signed receivables have been included 
in the accounts receivable, and whether 
or not the liability for all merchandise 
received has been included in the ac- 
counts payable. He is interested in 
knowing whether any receivables are 
due from affiliated corporations or from 
officers. He wants to know about con- 
tingent liabilities, about sales and pur- 
chase commitments, about secured 
creditors, and he is definitely interested 
in the income tax status of the report- 
ing credit seeker. All questions bear- 
ing on these points should be fully 
answered in order that your client’s 
credit rating may be properly estab- 
lished. 

Some credit agencies and other credit 
grantors request verifications on their 
own forms from the accountant whose 
name has been listed by the credit 
seeker. These verification forms de- 
velop the extent of the audit of the 
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statements submitted, and the normal 
questions with respect to verification of 
accounts appear, item by item. These 
vertification requests should be an- 
swered in full, immediately upon re- 
ceipt. The sooner they are in the hands 
of credit grantors or credit agencies, the 
sooner will the client benefit credit- 
wise. 

It would also be well for the account- 
ant to have available certain additional 
data of an analytical nature, should they 
be needed. Information concerning 
gross profit, overhead, and net profit 
percentages, departmental figures, the 
extent of outstanding purchase and 
sales commitments, etc., will often 
prove very helpful. 


Terminology 


It is of major importance that the 
credit man and the accountant speak 
the same language. All too often they 
do not. Terminology used by account- 
ants dealing with credit problems 
should be examined in the light of the 
credit man’s concepts. Although the 
accounting profession has tried to 
standardize and clarify its terminology, 
it will often be found that credit men 
use the terms in another sense. 

For example, a credit man may call 
to request “trial balance” figures. It is 
no secret that trial balance figures, 
taken literally, have limited value, since 
they do not reflect accruals and other 
normal adjustments necessary for the 
presentation of the correct financial 
status of any business or the results of 
its operations. When the credit man 
asks for a trial balance, he usually 
means an adjusted trial balance. Do 
not take him literally when he does ask 
for a trial balance. 

The accountant should be most care- 
ful to achieve a meeting of the minds 
where the subject of semantics is in- 
volved. 


Possible Changes in the Financial 
Structure to Improve Credit 
Standing 


Loans Payable to Officers: The ac- 
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countant should discuss with his client 
the strengthening of his financial state- 
ment which would result from the sub- 
ordination or capitalization of these 
loans, where a tight credit picture ex- 
ists. From the credit man’s point of 
view, the effect of such a structural 
change on the current and capital posi- 
tions is excellent. The subordinated 
loan will not appear in the current lia- 
bility section, thus improving the cur- 
rent ratio. In effect, the subordination 
of loans payable to officers is a tem- 
porary increase in_ capitalization. 
Should the officers’ loans payable be 
formally capitalized, the credit frater- 
nity will see clearly that the officer not 
only has full faith and confidence in his 
own business, but that he desires to 
provide as great a margin of protection 
for his creditors as possible. 

Surplus: In order to relieve a credit 
grantor’s fears that excessively large 
dividends might be declared out of an 
existing surplus, the accountant shotld 
point out to his client the credit benefits 
resulting from a contractual prohibition 
thereof or from the declaration of a 
stock dividend. 

Assigned Assets: Existing assign- 
ments, preferences, or chattel mort- 
gages should be eliminated by payment 
of the secured indebtedness or by such 
refinancing as is possible. This is a 
priority requirement for the presenta- 
tion of a free and clear statement for 
credit analysis. 

‘Personal Guarantees: If purchase 
commitments are excessive with respect 


to the corporate financial structure, per- 
sonal guarantees by responsible corpo- 
rate officers are looked upon with great 
favor by the credit grantor. Assuming 
the existence of a conservative opera- 
tion, a corporate officer-owner should 
have no hesitancy in bolstering up his 
company’s strength by means of a per- 
sonal guarantee on merchandise com- 
mitments. It is normal procedure on 
the part of banks to request that officers 
personally guarantee loans made to 
their own corporations, and this is nor- 
mally done without question. Basically, 
there is no real difference between the 
endorsement of a note and the guar- 
antee of a merchandise liability. 


Conclusion 


To sum up, it may be said that the 
accountant’s function in. the credit 
granting process is as follows: 


1. Be thoroughly aware of all ele- 
ments affecting the choice of 
proper financial assistance. 


no 


3e on the alert for changes in 
financial structure, management, 
and operation, which will result in 
credit advantage to the client. 


3. See to it that your client under- 
stands fully the need for the fluid 
interchange of information with 
credit granting officers, and see to 
it that the latter receive as much 
information, through proper and 
ethical means, as is required by 
them to reach a sound credit deci- 
sion. 
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The Audit of a Small Business Wherein 
There Is Limited or No Internal Control 


By Maric P. Borin 


Problems Encountered 


We are well aware of the problems 
encountered in examinations where 
there is limited or no internal control. 
Martin L. Fleischman mirrored our 
thoughts when he said, in effect*: In 
examinations of such concerns the 
auditor will meet working conditions 
unlike those usually found in practice. 
These conditions, in addition to the lack 
of internal control, include client re- 
sistance to the payment of fees for ex- 
tended auditing procedures, employee 
antagonism and lack of cooperation, 
and poor quality bookkeeping. For all 
the auditor knows in such cases, inter- 
nal audits, controllers in charge of 
financial records, preparation for the 
audit in advance by the client’s staff, 
facility of entering into extended pro- 
cedures during the interim and prepar- 
atory to the end of the year, and sys- 
tems of internal control are, conditions 
existing only in accounting literature. 

The problem that the auditor is then 
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faced with is this: Since there is little 
or no internal control, what must he do 
to satisfy himself that the financial 
statements present fairly the financial 
condition of the concern? In other 
words, what will be the scope of his 
examination ? 


Factors Governing Scope 
of Examination 


As you all know, the degree of 
internal control governs the scope of 
the examination. From Montgomery’s 
book on Auditing{, we learn that where 
internal control is weak or non-existent 
the public accountant should consider 
performing a more detailed audit than 
would otherwise be necessary. The 
scope will be determined by the follow- 
ing four factors: 

First, the type of business being ex- 
amined. Of course, procedures differ 
for different types of businesses. For 
example, certain auditing procedures 
applicable to a small manufacturing 
business, such as those used to verify 
work-in-process inventory or distribu- 
tion of overhead costs, would not be 
applied in the audit of a retail grocery 
store. 

The second factor is the type of ex- 
amination to be performed and whether 
or not the client wants an unqualified 
certificate. If the client wants an un- 
qualified certificate, then he must allow 
the auditor a free hand. The client must 
permit the auditor to make any and all 
tests and use any procedures the auditor 
may deem fit and expedient to use. He 
must, of course, be made aware of the 
probable cost of such an undertaking. 
On the other hand, if he does not re- 


* Fleischman, M. L., Auditing Problem of the Small Practitioner Requires Personal 
Supervision Techniques, Journal of Accountancy, October, 1949, page 311 
+ Montgomery’s Auditing (Seventh Edition), page 55. The Ronald Press Company, 
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quire or want an unqualified certificate, 
this would not obviate the need for ex- 
tensive tests. The auditor would still 
be required to delve more deeply into 
the financial transactions than if there 
were a system of internal control in 
operation. It should be remembered 
that the public accountant is not in a 
position to force his client to authorize 
a satisfactory audit. The client may 
not be willing to have the public ac- 
countant make an examination of suffi- 
cient scope to justify expressing an 
opinion on the over-all fairness of the 
financial statements. In that case, the 
public accountant must state in his re- 
port that he is not in a position to ex- 
press an opinion on the financial state- 
ments and indicate clearly his reasons 
therefor. 

The third and fourth factors are de- 
pendent on one another and it would 
be better, therefore, to discuss them to- 
gether. The third factor is the auditor’s 
familiarity with the financial records of 
the client, his staff and their capabilities, 
and the fourth factor is the ability of 
the auditor himself. 

Maurice Peloubet tells us, “In many 
engagements, particularly in the audits 
of smaller enterprises, the accountant 
must frequently make up the deficien- 
cies of his client’s organization.”* The 
deficiency of internal control may be 
compensated for by the auditor to some 
extent by familiarity and ability. Where 
the audit is a recurring engagement 
(once a year or more often) and is 
performed by the same auditor, he can 
supplement his client’s system of in- 
ternal control. For example, the auditor 
may prepare permanent papers on fixed 
assets containing a complete record of 
additions, retirements and sales, which 
would in effect provide a helpful sup- 
plement to the internal control over 
such assets. The same holds true in in- 
stances where the auditor would keep a 
running list of stockholders and changes 
therein. Familiarity with the financial 
records of the client, his staff and their 





capabilities would enable the auditor to 
become aware of possible trouble points 
where errors or defalcations might 
arise. He would give these trouble 
spots more attention. Familiarity would 
enable the auditor to satisfy himself 
more readily as to the material correct- 
ness of an item or items. He would 
thereby check the work of the book- 
keeper and the rest of the client’s staff 
more directly than ordinarily. 

It stands to reason that, since the 
capabilities of individual auditors differ, 
one auditor would be able to perceive 
relationships and the essential correct- 
ness of items more readily than another. 
Judgment of the auditor would come 
into full play in an examination of this 
type. He must decide what should be 
delved into deeply, and what does not 
need much attention. He must decide 
whether ‘or not he is satisfied with the 
essential correctness of an item. The 
sooner he can prove to himself that an 
item is basically or substantially cor- 
rect, the less intensified will be the 


examination as far as that particular 


item is concerned. 


Improving Client’s Accounting 
Methods to Facilitate Examination 


In an examination where the internal 
control is weak or non-existent, the 
ordinary audit procedures, with which 
we are familiar, would have to be ap- 
plied on a more extensive scale. For 
example, the auditor may be required 
to audit all of the cash transactions of 
a business unit for the period under re- 
view where internal control is non- 
existent. On the other hand, he may 
be required to audit the cash trans- 
actions for a limited period, two or 
perhaps four months, where there is a 
good system of internal control. Since 
we are familiar with these auditing pro- 
cedures it hardly seems worth while 
to reiterate them at this time. There 
are, however, other auditing and 
accounting methods and procedures 
which may be used to advantage in an 


* Peloubet, Maurice E., Audit Working Papers (First Edition), page 15; McGraw Hill 
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engagement such as the one dealt with 
in this paper. It is on some of these 
that we should spend a few moments. 


It is the duty of the auditor not only 
to verify the financial statements 
through the use of any basic internal 
controls that may exist; it is also his 
duty to attempt to better the client’s 
system of internal control wherever 
possible. There are many accounting 
methods and procedures which make 
for internal control that might be in- 
stalled in a client’s business, even where 
there is a limited office staff. For exam- 
ple, the double-entry system of book- 
keeping, used by most concerns, is the 
first step in internal control. The one- 
man bookkeeper employs rudimentary 
internal control in using various tech- 
niques to prevent or disclose errors. 
The proprietor of a small business 
knows approximately what the results 
of his efforts should be, and thus exer- 
cises a measure of internal control over 
the results as shown in the records kept 
by his bookkeeper. The chart of ac- 
count should classify income and ex- 
pense items so that comparison by 
periods will materially assist the auditor 
in determining different relationships. 
Such relationships may be used to ad- 
vantage when auditing the financial 
records. For example, the gross profit 
percentage could be obtained and used 
to check on the volume of sales as com- 
pared with the cost of sales. If sales 
are made only on a cash basis it could 
be used to approximate the amount of 
cash that should have been deposited 
during the period under review. Taking 
the case where sales are made both on 
credit and by cash, the cash book could 
be set up with two columns; one for 
cash received from customers who buy 
on credit, and one for cash sales. The 
cash sales column daily totals could be 
compared with cash register tapes, if 
any, and thereby provide a check on 
cash sales, The public accountant 
should insist that sales slips be pre- 
numbered, thus facilitating the verifica- 
tion of sales and accounts receivable. 
He should suggest that all bills be paid 
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by check, a procedure which would 
facilitate the verification of various as- 
set, liability and expense accounts. Pre- 
sumably, in a small business unit, the 
checks would be approved and signed 
by the owner-manager and thereby 
provide some measure of internal con- 
trol and, perhaps, reduce the scope of 
the audit. Statistical records of units 
of production or sales often provide an 
over-all check on operating results in- 
dependent of books of account. Take 
as an example, the operation of a park- 
ing lot business where the management 
issued pre-numbered parking tickets, 
and kept a daily record of cars parked, 
analyzed to show transients and cars 
parked on a monthly rental basis. The 
daily receipts as shown by bank de- 
posits could be substantiated by com- 
parison of daily totals of cars parked 
multiplied by the parking fee. An in- 
dependent record of this type would 
provide the auditor with a means of 
verifying the deposits of daily receipts. 
These are merely a few of the many 
accounting techniques that could be 
used by the independent public ac- 
countant in his verification of various 
accounts which appear in the financial 
records. 


Audit Procedures and Techniques 
Are Dependent .on Degree of 
Internal Control 


On the other hand, the various audit 
procedures and techniques to be used 
would depend on the degree of internal 
control in existence as regards the dif- 
erent accounts that go to make up the 
financial records of the client. Since 
this paper is not a textbook, nor is it 
meant to be, and time will not permit 
a full discussion, comments may be 
limited to the auditing of the more com- 
mon types of accounts that an auditor 
would expect to find in an examination 
of a small business unit. 


Cash 


Cash is almost a universal account. 
Take the extreme case where there is 
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absolutely no internal control over re- 
ceipts and disbursements of cash. In 
such a situation the auditor may be re- 
quired to audit in detail all of the vari- 
ous cash transactions in order to satisfy 
himself that misappropriation of funds 
had not taken place during the period 
under review. In addition to the usual 
audit procedures regarding receipts, he 
should trace in detail receipts to bank 
deposits as shown by bank statements, 
Duplicate deposit slips authenticated by 
the bank will facilitate the verification 
of receipts deposited. It must be borne 
in mind that since deposit slips are 
not always checked by the banks as 
to details, the results of this test, if 
favorable, are not conclusive. As 
mentioned previously, an attempt 
should be made to match receipts with 
sales if possible. As regards disburse- 
ments, the auditor should consider 
vouching the cash disbursements book 
in detail. In addition to reconciling the 
cash book balance with the bank balance 
at the end of the period and confirming 
the balance with the bank, consider 
having the client request the bank to 
mail, directly to the auditor, the bank 
statement and cancelled checks for the 
month following the end of the period. 
The auditor would then reconcile the 
balances at the end of that period. 
Where more than one bank account 
exists this would help to reveal “kiting.” 
If there is any suspicion of irregulari- 
ties, an unannounced examination of 
cash including a bank reconciliation 
may reveal them. If the auditor is in 
the client’s office near the end of the 
period he may control receipts of the 
last few days until they are deposited. 
Items on these deposits may later be 
traced to credits to accounts receivable 
through the cash receipts record to 
determine that the proper customers 
were credited. This may help to reveal 
attempts to cover up “lapping” during 
this period. 


Receivables 


Receivables, represented by notes 
and open accounts, are frequently en- 
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countered in small business units. In 
addition to the usual audit procedures 
applied on a more intensified scale, the 
public accountant may do well to con- 
sider his choice and application of audit 
procedures, For example, in confirm- 
ing accounts receivable it may be wise 
to use the positive method of confirma- 
tion for both open accounts and ac- 
counts closed during the period. The 
positive method may disclose erroneous 
accounts of customers where the nega- 
tive method may not. Even though 
receivable balances are confirmed it 
may be advisable for the auditor to 
compare documentary evidence such as 
shipping memoranda or other data with 
recorded transactions in accounts re- 
ceivable. Special attention should be 
given to credit memoranda, discounts 
allowed, and goods shipped on consign- 
ment. Sales contracts with customers 
or agents and other sales agreements 
should be read. Various matters such 
as title to the accounts receivable, 
method or time of payments and special 
discounts, might well escape the auditor 
unless he reviews these documents. 
Other methods in addition to those 
mentioned should be followed. These 
other methods include the examination 
of cash receipts and other records of 
subsequent payments, shipping records, 
correspondence and other documentary 
evidence. The auditor should see that, 
insofar as possible, the constituent items 
of deposits and recorded cash receipts 
are identical. 

The examination of accounts receiv- 
able will substantiate at least in part 
other items appearing on the balance 
sheet or statement of income. These 
other items include: 

Notes and accounts receivable discounted 

Contingent liabilities 

Sales 

Sales discounts and interest income. 


Conversely, the auditor’s examina- 
tion of these items and other items may 
ell disclose certain receivables of 
which he may not otherwise be aware. 

The auditor should consider the 
reasonableness of receivable balances in 
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the light of the ratio of these balances 
to related items in the financial state- 
ments. Here again, if a client’s state- 
ments have been examined for several 
years by the same auditor, the compari- 
son of ratios developed in the current 
engagement with those of prior years 
may quickly put the auditor on notice 
that all is not as it should be. 

The auditor would do well to obtain 
written representations from the client 
as to Accounts Receivable, as set forth 
in the Statement on Auditing Proced- 
ure No. 4, pages 33-34, issued in 
March, 1941, by the American Insti- 
tute’s Committee on Auditing Pro- 
cedure. 


Inventories 


Most small business units have in- 
ventories of one kind or other. Unfor- 
tunately, perpetual inventory records 
and other safeguards covering inven- 
tories are often not found in small 
concerns. The auditor should then con- 
sider applying all of the usual audit 
procedures such as observation of the 
taking of physical inventory, pricing, 
extentions, footings, and review of the 
physical inventory papers on a more 
intensive scale. He should attempt to 
satisfy himself by the examination of 
other records such as receiving records, 
shipping records, freight bills, and 
other documents as to the reasonable- 
ness of inventory quantities. 


The auditor’s examination of inven- 
tories should be closely related to his 
examination of cost of sales. Mont- 
gomery points out that a satisfactory 
determination of inventories is, in many 
cases, more important than anything 
else in producing a fair statement of 
income.* The auditor may be well ad- 
vised to analyze differences in the rate 
of gross profit between the current and 
prior years, since discrepancies therein 
are sometimes the result of errors or 
theft of inventory items. 


A more complete treatment of the 
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necessity for special care in the audit 
of inventories.is contained in various 
Statements on Auditing Procedure, 
particularly No. 1, Extensions of Audit- 
ing Procedures, and No. 12, Amend- 
ments to Extensions of Auditing Pro- 
cedure. See, also, Accounting Research 
Bulletins No. 29, Inventory Pricing, 
and No. 30, Current Assets and Current 
Liabilities, 

Here again, an inventory certificate 
confirming statements made by the 
client as to the method of taking inven- 
tory, the ownership of the inventory, 
and the basis of its valuation, should 
be obtained to avoid misunderstandings 
as to these matters between the auditor 
and the client. 


Fixed Assets 


In the case of fixed assets of a small 
business unit, consider taking a physical 
inventory of such assets to satisfy your- 
self that all assets are physically pres- 
ent. A physical inventory will also sub- 
stantiate additions made during the 
year. Since the amount of fixed assets 
a small concern possesses is usually 
limited, a physical inventory would not 
involve too much time or cost. As 
noted before, the auditor who performs 
the audit on a recurring engagement 
may compensate for the lack of internal 
control by accumulating fixed asset 
data, such as retirements, sales, and 
additions, in his permanent working 
paper file; the permanent paper file 
showing such changes will in effect 
constitute an important element in the 
internal control over the fixed assets. 

Here again, the auditor should have 
in mind the relation that the informa- 
tion and documentary evidence he is 
examining in support of fixed asset ac- 
counts has to other accounts. For ex- 
ample, the examination of original 
documents may indicate the existence 
of liens of various kinds. He should 
ascertain the present status of the liens. 
Such information should be traced to 
the related general ledger accounts. 


* Montgomery’s Auditing. op. cit., page 217. 
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Liabilities 

An attempt has been made to show 
that, wherever possible, the examina- 
tion of asset accounts should be co- 
ordinated with the examination of re- 
lated liability, income and expense 
accounts. 


As regards liability accounts, in ad- 
dition to the ordinary audit procedures, 
the public accountant should turn to 
additional alternative procedures. Let 
us take as an example the case where 
there is no internal control over ac- 
counts and notes payable. It may be 
wise in this case to confirm the amounts 
owing to such creditors by direct cor- 
respondence. Direct correspondence 
may reveal not only the understatement 
of such liabilities by reason of fraud but 
also the non-existence of some credi- 
tors, placed on the books in an attempt 
to defraud. If the cost of such pro- 
cedure would be prohibitive, or where 
the client objects to such procedure, 
consider corresponding only with those 
creditors who have not recently sub- 
mitted a bill or statement. Another 
method of uncovering fictitious credi- 
tors is to review with an officer checks 
(other than payroll) disclosing more 
than one endorsement. A second en- 
dorsement may indicate payment of a 
fictitious invoice. Attention given to 
receiving records in the verification of 
inventory will help to determine the 
correctness of entries made in the ac- 
counts payable ledger. Particular at- 
tention should be given to returns of 
merchandise previously paid for. In a 
case of this nature, it was found that 
the bookkeeper of a small non-corporate 
enterprise made no entries regarding 
returns of this nature. When the check 
was received he endorsed it by rubber 
stamp, cashed it, and pocketed the 
cash. This practice was discovered by 
the auditor while he was examining 
freight bills. He noticed that some 
shipments were made to vendors with- 
out a corresponding entry in the ac- 
counts payable record. Insofar as lia- 
bilities are concerned, their verification 
or substantiation in an audit such as 
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the one under consideration here, as is 
also true in an audit where there is 
good internal control, depends on the 
awareness and ability of the auditor. 
In performing other parts of the audit 
work, the auditor should be constantly 
on his guard to uncover evidence of 
undisclosed liabilities. He should per- 
form other parts of the audit in such a 
manner so as to substantiate the re- 
corded liabilities if not in full, at least 
in part. Take as an example, the work 
performed in the auditing of payrolls. 
The auditor could substantiate the 
amount of both the employees’ and em- 
ployer’s share of payroll taxes that are 
reflected in the books of account as 
liabilities. A thorough examination of 
liability accounts will go far in sub- 
stantiating some asset and expense ac- 
counts. Accrued liabilities for expenses 
should be reflected in expense accounts. 
The substantiation of such liabilities 
will help to substantiate amounts shown 
as assets or expenses, and vice-versa. 

It is usually advisable to ask the 
client for written assurances that all 
liabilities have been entered in the 
books or disclosed to the auditors. This 
procedure provides written evidence 
that the auditor made proper inquiry 
regarding the existence of liabilities 
not otherwise determinable from the 
records. 


Capital 

Most small corporations do not have 
a registrar or transfer agent. In many 
cases it will be found that the only 
record will be the stock certificate book. 
In this case, the auditor may do well to 
verify holdings of stockholders by 
direct correspondence. In most cases 
the number of stockholders is small. 
All the stockholders may be employed 
by the corporation. In that case, oral 
questioning of the stockholders as to 
the extent of their holdings may be 
sufficient. 

As regards single proprietorships or 
partnerships, familiarity of the auditor 
with the client will play an important 
part in the substantiation of capital 
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contributions. Where the audit is a 
regularly recurring one, the auditor 
will have complete papers covering all 
changes in capital up to the period un- 
der review. It is not an arduous task 
to substantiate changes in capital dur- 
ing the period under review. The same 
is substantially true of surplus accounts 
and accumulated profits accounts. 


Income and Expense Accounts 


Some nominal accounts would be 
substantiated in full, and in other cases 
in part, by the intensive examination of 
the real accounts. For example, depre- 
ciation expense should be substantiated 
at the time of the examination of fixed 
assets. Sales, sales returns, and sales 
discounts would at least be substan- 
tiated in part when examining cash, ac- 
counts receivable, and inventory. Pur- 
chases, purchase returns, and purchase 
discounts would be verified in part 
when examining inventory and ac- 
counts payable. Interest, both income 
and expense, should have been substan- 
tiated in full when the examination of 
notes receivable, notes payable, mort- 
gages payable, and other real accounts 
was being performed. 


Conditions Requiring Special 

Attention 

Mention should be made of some 
conditions requiring special attention 
regarding nominal accounts that may be 
found in small organizations. One of 
these is the cut-off date in regard to 
sales. It is often found that the pro- 
prietor of a small business attempts to 
include in the period under review sales 
relating to the subsequent period. In 
many cases this is an honest mistake, 
but one that should not be permitted. 
Conversely, sales made in the period 
under review may be deferred until the 
subsequent period. This, of course, 
should also not be permitted. The same 
holds true of various expenses such as 
repair costs, and various other billed 
but unpaid expenses. Thus, when mak- 
ing an examination of a small business 
unit, it would be a good idea to review 
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invoices, bills, shipping records, receiv- 
ing records, cash receipts and disburse- 
ment records, and other data available 
pertaining to a short period following 
the close of the period under review. 
We are, of course, aware that this is 
also good audit procedure in an audit 
of a business where there is good in- 
ternal control. It should be performed 
more intensively in a small business 
unit, since the client and his staff are 
not ordinarily aware of such technical- 
ities. 


Supplemental Audit Procedures 


In addition to the usual audit pro- 
cedures, other procedures may be ap- 
plied to advantage. One example that 
comes to mind is a small manufacturer 
of spark plugs. He employs approxi- 
mately twenty people, including office 
help. No internal control or cost sys- 
tem exists. However, he does keep a 
very simple record of spark plugs pro- 
duced, of which there are three types. 
It is not too difficult to correlate units 
produced, adjusted by opening and 
closing inventories, with units sold. 
This provides a good independent 
check not only on sales, but on work-in- 
process inventory, and finished goods 
inventory. Of course, such a correla- 
tion is not always possible; it is usually 
practicable when the kinds of products 
are few and prices are uniform. How- 
ever, it may be helpful even on the basis 
of round number approximations. 

The correlation of units produced 
with units sold may be amplified to 
substantiate cost of sales as well as sales, 
by extending the units sold at cost. 
While it is true that this procedure is 
possible only under special circum- 
stances, the possibility of making it 
should not be overlooked. 

Simple goodwill and fellowship with 
the client’s staff may return handsome 
dividends to the auditor, although over- 
friendliness should be avoided where it 
might lead to loss of independence. An 
incident that happened to an auditor 
friend of mine illustrates this point. He 
was engaged in examining the financial 
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statements of a small retail dry goods 
establishment where the owner was sel- 
dom present and where no internal 
control existed. While examining pay- 
rolls he ran across an unfamiliar name. 
Upon making inquiries, he was in- 
formed by the manager that the particu- 
lar fellow was a new clerk who at the 
moment was ill. Later on in the day 
while talking to a clerk, he expressed 
his regrets that so and so was ill. The 
clerk, an old employee, did not know 
whom he was talking about. The audi- 
tor was thus put on his guard against 
the possibility of a padded payroll and 
decided to attend and control the next 
payoff. Of course, the supposed clerk 
was not present. After intensive ex- 
amination, which produced additional 
evidence, the manager admitted pad- 
ding the payroll. Undoubtedly all of us 
have had experiences which, perhaps, 
were not connected with accepted audit- 
ing procedure, but which none the less, 
played an important part in substantiat- 
ing the financial statements of a client. 


In the examination of financial state- 
ments of a business unit such as the 
type dealt with in this paper the auditor 
is taxed to his utmost. He must be 
constantly alert, not only to discover 
errors or fraud, but also to discover 
methods and procedures that will help 
to satisfy himself as to the fairness of 
the financial statements and that will 
help to protect his client. He must not 
only be careful of his choice of audit 
procedures, but he must also apply 
them correctly. In an engagement of 


this type the ability and judgment of 
the auditor cames into full play. 


Summary 


To summarize, what must be done 
when internal control is non-existent or 
at best weak, depends largely on the 
four factors mentioned previously : 

1. The type of business being examined and 

the type and condition of its records. 


2. The type of examination being per- 
formed and whether or not the client 
wants an unqualified certificate. 

3. The familiarity of the auditor with the 
client, his staff and their capabilities. 

4. The ability of the auditor. 


A more complete treatment of ex- 
tended procedures may be found in the 
textbooks, articles, statements, and 
bulletins mentioned previously. The 
additional or extended procedures men- 
tioned in this paper are not intended, in 
any way, to be complete. This paper 
was prepared solely for the purpose of 
stimulating an alertness or awareness, 
in the auditor, of the possibilities that 
may exist. William W. Werntz tells us 
that the auditor, himself, must be satis- 
fied as to his examination. He is not 
entitled to stop when he has performed 
what is loosely called a “standard 
audit” if he himself is not thereby satis- 
fied. In other words, he must at least 
perform a “standard audit” and then 
he must add thereto any further proce- 
dures which he, as an individual expert 
and in the light of his own knowledge 
of the situation, considers necessary.* 


* Werntz, W. W., “What the Professional Responsibility of the C.P.A. Means to the 
Public,” Journal of Accountancy, October, 1948, Page 304. 
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The Audit of Income 


By Joun F. ScHMONSEES, C.P.A. 


| poe term income as used in this 
paper means gross income from 
sales of goods or services and income 
from sundry sources commonly classi- 
fied as “other income” in the earnings 
statement. 

The audit of income is a subject too 
broad to discuss comprehensively with- 
in the limits of a brief paper. Only 
certain of its aspects are considered 
herein and no attempt has been made 
to approximate an audit program or to 
give exhaustive coverage to its audit 
problems. 


Objectives of Audit of Income 


It may be helpful to first state that 
the audit of income usually has three 
objectives : 

First—to establish that all income which 

should have been received has been recorded 

and properly accounted for; 

Second—to determine that all income ap- 

plicable to the period under review is in- 

cluded therein and that no income applicable 
to another period is included; and, 

Third—to ascertain that income is properly 

classified in accordance with whatever 

scheme of subordinate categories is consid- 
ered most desirable for the enterprise 
under review. 


Accounting for Income 


It is always helpful to set down a 
summary statement in simple terms of 
how our auditing objectives are to be 
reached. Not simply an audit program, 
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however condensed, because that sets 
forth only what is to be done, but rather 
a statement which covers not only what 
we do but why it is done. Such a state- 
ment rationalizes our procedures. The 
following might serve this purpose in 
the case of an audit of income arising 
out of the sales of goods, assuming 
conditions which will allow carrying 
out the procedures. 

The auditor will obtain assurance as 
to income accounts by satisfying him- 
self first that a record is made by the 
client of all quantities delivered and 
that the delivery of goods is so con- 
trolled that presumably no deliveries 
could be made without being recorded 
on such record. Assurance as to the 
reliability of this record will be gained 
largely from review of internal control, 
supplemented by sufficient observation 
of procedures to demonstrate that the 
control is in fact effective. When re- 
liability of the shipping record has been 
established the auditor will next satisfy 
himself that all shipments shown by the 
record have been entered in the sales 
record and that the totals of the sales 
record have been posted to the sales 
account on the one hand, and to the 
customer’s ledger and control on the 
other. The first approach to this step 
will also be a review of internal con- 
trol to establish whether or not the 
client’s procedures give assurance that 
all goods shipped are billed to custom- 
ers. If the plan of control in this in- 
stance is found satisfactory, the auditor 
will make sufficient test to satisfy him- 
self that it is working. The test should 
include comparison of the shipping 
record with the sales record for some 
period by means of copies of sales in- 
voices, and tracing sales record totals 
to general ledger accounts and indi- 
vidual customer’s accounts. Finally, 
the auditor will satisfy himself that 
recorded sales are authentic and to real 
customers by examination of the ac- 
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counts receivable control account. In 
doing this, he will see that credits to 
the control represent cash collections 
or properly authorized allowances and 
he will confirm open balances with the 
customers. 

This conception of the audit of sales 
should be clearly understood by the 
auditor and kept in mind _ because, 
whatever conditions and departures 
from good control are found in prac- 
tice, it will serve as a standard against 
which the auditor may judge the effec- 
tiveness of alternative procedures which 
he may be forced to adopt. Indeed, 
thorough familiarity with this sequence 
of ideal procedures may suggest alter- 
native procedures when, for example, a 
reliable shipping record is found non- 
existent. 

Let me repeat briefly the sequence 
of audit procedures just outlined: 


The first step establishes the relia- 
bility of the shipping record by review 
of internal control and observation. 

The second step determines that the 
movement of goods shown by the ship- 
ping record is reflected by sales ac- 
counts and customers’ accounts by 
review of internal control and test com- 
parison of invoices and tracing of post- 
ings. 

The third step establishes the au- 
thenticity of the sales by audit of the 
accounts receivable control and con- 
firmation of customers’ open balances. 

The audit steps outlined above as- 
sumed ideal or at least satisfactory con- 
ditions of accounts and controls. In a 
great many instances, the auditor will 
be unable to satisfy himself that the 
shipping record reflects all shipments. 
The physical control of merchandise 
may be so deficient that no assurance 
can be found that all goods leaving the 
premises are recorded. When the audi- 
tor finds that there is no reliable record 
of shipments and finds that the com- 
pany’s controls afford no assurance 
that all goods shipped have been billed 
and charged to customers, he will seek 
alternative methods of substantiating 
income. Unfortunately, there do not 
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seem to be any completely satisfactory 
substitutes for the procedures set forth 
above which rest on a shipping record. 
However, it may be found that a con- 
trol exists at thé gate of the premises 
which may give a basis for testing the 
sales records, or it may be possible to 
reconcile in total for the period quanti- 
ties produced with quantities sold. If 
the latter step can be successfully done, 
it will afford considerable assurance 
of the approximate correctness of the 
sales account. Lacking any satisfactory 
alternative procedure, the auditor may 
be forced to commence his examination 
with recorded sales and explain in his 
report the inability to go further. 

The establishment of the correctness 
of the balance sheet accounts ordinarily 
gives satisfactory assurance against 
overstatement of the income accounts 
because overstatement of income with 
the object of showing greater net in- 
come than is warranted must be offset 
by overstatement of an asset or un- 
derstatement of a liabitiiy. Under- 
statement of the income accounts, how- 
ever, by reason of a defaication or 
otherwise will not in most cases be 
revealed by examination of the balance 
sheet accounts, and herein lies the 
auditor’s greatest concern in all cases 
in which there is no assurance that 
all goods shipped have been charged 
to customers. Although the larger and 
more dramatic cases of defalcation 
which come to our notice have to do 
with misappropriation of funds already 
booked, probably the greater number 
of defalcations involves the interception 
of income before it is recorded. A 
salesman may have the opportunity to 
suppress an invoice and collect and 
pocket cash from a customer, or mer- 
chandise may be wrongfully diverted in 
the shipping department. There are 
many devices which may be used to 
such ends and in the absence of good 
controls the audit of income is probably 
the auditor’s most difficult task. 


The audit of income will involve 
somewhat different approaches in dif- 
ferent industries but in most enter- 
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prises involving the sale of goods or 
services, the equivalent of a shipping 
record must serve as the starting point 
of a satisfactory audit of income. In 
the audit of a hospital, the daily census 
report should be used for this purpose. 
That is a report prepared usually by 
a floor nurse and forwarded to the 
accounting department which shows the 
rooms occupied and the price class of 
each room. In a lawyer’s or account- 
ant’s office, weekly or monthly time 
sheets evidence the services rendered 
and, therefore, will serve as a starting 
point for this phase of the audit. In 
the audit of a magazine publisher, mail- 
ing lists will be the record used for 
subscription income and a count of 
advertising space published for income 
from advertising. At this point, I be- 
lieve that I have sufficiently emphasized 
the importance of a reliable record of 
goods shipped or services rendered as 
the keystone of a satisfactory audit of 
the income accounts. 

We have been considering so far 
the audit of income where it is derived 
from the sale of goods or services, un- 
der which conditions all of the factors 
creating or leading up to income are 
within the auditor’s field of action. I 
would like to point out a contrary 
special case found in the audit of non- 
profit institutions wherein. the receipts 
so far as they represent contributions 
may be said to come within the field 
of audit only at the time they are first 
recorded. It will be readily seen that 
this must necessarily be so because of 
the absence of any other basis for 
audit. 

Up to this point, we have been con- 
cerned only with seeing that all income 
to which the client is entitled has been 
accounted for, and rightly so, for it 
is by far the most important objective 
of the three first stated and offers the 
greatest difficulties to the auditor. 


Allocation of Income Between 
Periods 
The second objective of the audit 
of income is to determine that the in- 
come is properly allocated to the period 
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under review—that the sales account 
does not contain sales which properly 
belong to either the prior or subsequent 
period—another way to put this is to 
see that income and costs are properly 
matched. Audit of accounts receivable 
and inventories at the beginning and 
end of the period will furnish the 
assurance that a proper cut-off of sales 
was made. In connection therewith, 
it is customary to examine shipping 
records for the last few days of each 
fiscal period to determine that the sales 
account does not contain unshipped 
items and that all items shipped have 
been included in the sales account. 
Unaccounted for entries in either record 
after the comparison has been made 
should be investigated to determine the 
reason for the lack of agreement and 
the proper accounting disposition. 
Ordinarily in the audit of most manu- 
facturing or trading concerns there 
will be little difficulty in auditing the 
cut-off of income. In certain industries, 
however, this phase of the audit offers 
greater problems than that of establish- 
ing that all income has been received. 
Nearly always, the audit of any com- 
pany in the construction industry, 
which requires considerable periods of 
time to fulfill contracts, will present 
this problem. The atfdit of income of 
such a company will commence with 
the contract with the customer, which 
must be carefully read. Construction 
contracts may be of several basic forms 
and may contain all sorts of pro- 
visions for payment. In recent years, 
escalation clauses to protect the con- 
tractor against increasing costs during 
the carrying out of the contract have 
further complicated the accounting in 
those companies. I shall not attempt 
to discuss the details involved in ac- 
counting for and auditing construction 
company income but will outline the 
general audit approach. In the first 
place, when the contracts require 
several years for completion and ac- 
ceptance, it is essential, in my opinion, 
to have well conceived and carefully 
prepared working papers which will 
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show in summary form the status of 
each significant contract at the end 
of the fiscal period. Each significant 
contract must be read, as mentioned 
above. Progress reports from the job 
site should be seen, particularly if they 
cover activities up to the close of the 
period. Comparisons of percentage of 
profits taken up on individual contracts 
should be compared with final profits 
on similar closed jobs whenever profits 
are taken up prior to completion of 
the contract. Correspondence files 
should be examined for indications of 
trouble which might reduce ultimate 
profit or even cause a loss. Considera- 
tion should be given as to whether 
or not the job is sufficiently well along 
to recognize any profit, and finally each 
significant contract should be discussed 
with company engineers and production 
managers as well as financial officers. 
This is not an exhaustive list of audit 
steps generally needed in auditing the 
income accounts of a construction com- 
pany, but each step listed has mainly 
to do with the proper allocation of 
income as between accounting periods. 

When instalment sales are under 
audit the question of properly allocating 
income as between accounting periods 
is of considerable importance if the 
instalment methgd of taking up profits 
is used by the company. The alloca- 
tions should be reviewed by the auditor 
and tests made to substantiate the 
amounts taken into income and the 
amounts deferred. 


Classification of Income 

The third objective of the audit of 
income is that income is properly clas- 
sified. Assurance as to classification will 
usually be partially gained from tests 
conducted in connection with the other 
objectives already discussed, and com- 
pleted by a review of the sales accounts. 
If serious question should arise as to 
the propriety of the classification of 
income, it might be considered neces- 
sary to analyze the income accounts to 
the extent necessary to resolve the 
doubts. Comparison of ratios with those 
of prior periods may be made to give 
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additional assurance as to classification. 
The amount of effort devoted to this 
phase of the audit of income will de- 
pend to some extent on the importance 
placed upon classification. If, on the 
one hand, the only purpose of showing 
several classifications of income is for 
general information, a reasonable re- 
view will probably suffice, but if, on 
the other hand, it is necessary, for a 
special purpose, for example, to show 
renegotiable income separately from in- 
come arising from ordinary contracts, 
then it may be desirable to make a 
more thorough review and even carry 
out tests for the special purpose of 
determining the accuracy of the classi- 
fications. 


Other Income 


Other income, usually shown on an 
earnings statement below net results 
from operations, comprises for the most 
part, as its position on the statement 
implies, income from activities or 
sources not directly connected with the 
main effort or purpose of the enter- 
prise. Exceptions to this are the fre- 
quent inclusion of cash discounts on 
purchases and significant adjustments 
of prior year expenses. I shall not 
discuss the appropriateness of these 
classifications but shall include them in 
this discussion because they are often 
found under other income. 

The audit of cash discounts on pur- 
chases will usually be done as part of 
the cash audit program. The total 
amount of such discounts shown by 
the income account may, however, be 
compared with purchases for the period 
and the ratio thereof compared with 
that of prior periods, as a general 
assurance of the reasonableness of the 
total. 

Dividends on marketable securities 
may be checked from published finan- 
cial reporting services as to the rate, 
and the amount substantiated by apply- 
ing the rate to the number of shares 
shown by the analysis of the related 
asset account to have been held on 
the dividend record dates. Dividends 


March 





a ee ae a ee Le a lL ee TU llUr,lU ll ell 


Se a eS a 








on securities not listed on an exchange 
or traded in an over the counter market 
may be more difficult to check. If 
financial statements of the dividend 
paying company are available, they 
might be consulted. Otherwise, cover- 
ing letters or advices received with 
the dividends may be seen or it may 
be considered desirable to write to the 
company whose stock is held for infor- 
mation as to dividend declarations dur- 
ing the period. The latter course is to 
be preferred if there is a possibility 
that the dividends might be a signifi- 
cant item, because the auditor’s chief 
concern will be not with recorded divi- 
dends but with those to which the 
client is entitled but for any reason 
have not been taken up on the records. 


The checking of interest income on 
bonds, notes or other investments is 
chiefly a matter of computation. 
Usually all the information necessary 
to compute the interest may be taken 
from the instrument held as evidence 
of the debt. If many individual com- 
putations are required to account for 
the total interest recorded for the pe- 
riod, it will save much time and ordi- 
narily satisfy audit requirements if ap- 
proximate computations are made or 
even, in some cases where internal 
control is satisfactory, if tests are made 
of the client’s computations. 


Income from property held for rental 
sometimes presents to the auditor a 
challenge not found in the case of in- 
come from securities. The reason for 
this is that the rate of income, in some 
cases, is found to be changing because 
of changes in rental rates and changes 
in percentage of occupancy. The audi- 
tor should first satisfy himself that his 
list of rental properties is complete and 
sets forth the information needed to 
proceed with his audit. He will ex- 
amine leases or rental agreements to 
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establish the rental rate and to the ex- 
tent possible the term of occupancy. He 
will then compute the rental which 
should have been received and compare 
his results with the recorded rent in- 
come. The auditor should be particu- 
larly alert to the possibility of defalca- 
tion in connection with rents because 
the entire management of rental prop- 
erties, including rate arrangements 
with tenants and collecting, may be in 
the hands of one person. It is also 
likely that even in companies which 
have surrounded their major efforts 
with excellent internal controls, the 
rental property activities are without 
the protection of controls. 


Profits or losses from the sale of 
fixed assets, securities, or other assets 
may be best checked at the same time 
and in connection with the audit work 
on the related asset accounts. 


Credits representing corrections of 
prior years’ expense, when found in 
other income, should be investigated 
sufficiently to thoroughly understand 
their significance and whatever other 
audit steps may be indicated by the 
nature of the credit should, of course, 
be carried out. Tax and insurance ad- 
justments are frequently found among 
such credits because of the difficulty in 
some cases of estimating closely the 
expense provisions. The latter credits, 
whether refunds or adjustments of ac- 
cruals, should be audited in connection 
with the work done on the related lia- 
bility accounts. 

Numerous other types of sundry in- 
come will be found under other income. 
The list of possibilities is too long to 
attempt further discussion. The audit 
techniques used to substantiate what- 
ever type of other income encountered 
will be much the same in general as 
those set forth above in discussing the 
audit of specific types of other income. 














Accounting and Auditing Aspects of a 
Motor Bus Company 





By Joun PEroptes, C.P.A. 


oe an accounting viewpoint, the 
problems of a motor bus company 
are essentially simple. The income in 
most companies is almost entirely in 
cash and the major items of expense 
are wages, depreciation, gasoline, tires 
and repair parts. 


Classification of Accounts 


In the State of New York the classifi- 
cation of accounts is prescribed by the 
Public Service Commission. It is al- 
most identical with the “Uniform Sys- 
tem of Accounts” prescribed by the 
Interstate Commerce Commission for 
motor carriers of passengers which 
operate under their jurisdiction. The 
classification and the instructions as to 
the content of the various accounts runs 
to over 100 pages, so it can be seen that 
little is left to the imagination of the 
chief accounting officer. No point would 
be served in this article by describing 
the accounting system in detail as the 
booklet of the Commission takes care of 
this adequately. 

On the whole, few accountants can 
have any major quarrel with either the 
classification prescribed by the Com- 
mission or with the instructions for 
keeping the accounts. Some argument 
might be made about certain reserves 
such as those for injuries, loss and dam- 
age which, though virtually current lia- 
bilities, not exactly determinable, are 
placed in a category between long term 
debt and capital stock. 





Joun Peoptes, C.P.A., is a part- 
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mittee on Accounting Procedure. 
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It is also interesting to note that up 
to recently, in applications for rate in- 
creases, payments for the purpose of 
funding pensions so far as they related 
to past services were not considered hy 
the Commission as a proper charge in 
determining operating income. Ac- 
counting Research Bulletin No. 36 of 
the American Institute of Accountants 
took a contrary view and the Committee 
suggested “that even though the calcu- 
lation is based on past services, costs of 
annuities based on such services are 
generally incurred in contemplation of 
present and future services.” 


The bus companies were in the un- 
fortunate position of being forced by 
the unions to make such payments but 
were prevented from passing on to the 
public a legitimate cost of operation. 
The Commission has recently had a 
change of heart and these payments are 
now regarded as an operating expense. 
Whether or not the change arose from 
acceptance of accounting argument or 
because of pressure from the C.I.O. is 
not known. 

As depreciation is sometimes a matter 
of controversy, it should be noted that 
the Commission has not set any hard 
and fast rules. The provision for depre- 
ciation can be made on either the “unit” 
plan or the “group” plan. Under the 
former method any profit or loss on 
disposition is credited or debited to in- 
come while under the latter the profit or 
loss remains in the reserve for deprecia- 
tion. The straight-line method on the 
group plan shall be used for computing 
depreciation, provided, that if in the 
opinion of the company, the actual de- 
preciation accrued will be more accur- 
ately reflected thereby, the mileage 
method may be used for revenue pas- 
senger vehicles and the unit plan may 
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be used for any account or sub-division 
thereof. Each company must file with 
the Commission a statement showing 
for each class of property the plan 
adopted for computing depreciation and 
the rates used. No change in such rates 
can be made unless a revised statement 
shall have been filed with the Commis- 
sion. Engineers of the Commission re- 
view the rates from time to time to 
satisfy themselves that they are in ac- 
cordance with the indicated lives of the 
»roperty based on actual experience. 


Control of Fares 


In any company where the receipts 
are in cash there is little paper evidence 
on which the auditor can subsequently 
satisfy himself as to their authenticity 
and his principal reliance must be on 
the adequacy of the system of internal 
control. It is essential, therefore, both 
for his own protection and that of the 
client, that he review the system of in- 
ternal control with great thoroughness. 
An adequate control of receipts in the 
case of a bus company should ensure 
that: 


1. The passenger pays the appropri- 
ate fare for the zones covered. 

2. The fare having been paid that it 
is not misappropriated either by 
the driver or by the cashier. 


These objectives are assured in the 
case of a bus company in upstate New 
York as follows: 

Each passenger is issued a serially 
numbered “hat check” which indicates 
the zone to which the passenger is en- 
titled to ride. The passenger surrenders 
the check when leaving the bus and, 
while the driver may fail to examine it, 
he at least has a definite interest in col- 
lecting it, as he is charged 25 cents for 
each check not picked up. 

The passengers are requested to de- 
posit their fares directly in a locked box 
to which the driver has no access and if 
a driver deviated at all frequently from 
the general practice he would probably 
be reported. In some cases it may be 
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feasible to have inspectors or office em- 
ployees ride the buses to check if fares 
are regularly deposited in the box. In 
addition, the statistical analysis by buses 
and routes should indicate any flagrant 
misappropriation. Most of us are fam- 
iliar with the fare boxes ; the upper part 
has glass sides so that the driver can 
see that the correct fare has been de- 
posited, and when he is satisfied on this, 
he trips a lever and the cash is deposited 
in a “blind” lower half. If a passenger 
overpays his fare the driver issues him a 
voucher form which may be redeemed 
at the cashier’s office. 


Each day as the buses complete their 
runs, the full fare boxes (lower part) 
are pulled from the buses and empty 
ones put back. A list is made of each 
bus number and the number of the fare 
box pulled and of the empty fare box 
put in. The fare box is so constructed 
that it is automatically closed and locked 
as it is withdrawn and the dumping 
plate in the upper part must be in the 
vertical position. This prevents any ac- 
cumulation of fares being left in the 
upper part which could be removed by 
the “puller” and put in his pocket. 
These automatic features make it im- 
possible for the driver to have any ac- 
cess to the fare box and, while the 
“puller” who has a special key can with- 
draw the lower half, he has no access 
to it as it automatically locks when 
withdrawn. 


After being pulled, the fare boxes are 
marked as to route and placed on con- 
veyer tracks which lead to the cashier’s 
office. In the morning the boxes are un- 
locked and a count made (mostly by 
automatic equipment) by the cashiers 
in the presence of a representative from 
the controller’s department. It should 
be noted that the key to the fare boxes 
is kept in a box in the cashier’s depart- 
ment, the key to which reposes with the 
controller’s department. As the cashier’s 
room is locked, it follows that neither 
the cashier nor the controller alone can 
gain access to the fare boxes. The re- 
sults of the count are suitably summar- 
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ized and the deposit slip prepared with 
a copy going to the controller’s repre- 
sentative. 

Under the foregoing method each 
driver must be provided with a fairly 
large change fund. In New York City 
the method of control is somewhat dif- 
ferent, as the driver provides his own 
change fund. As a pasesnger boards 
the bus he drops the fare in the box 
which has the usual glass sides for the 
upper half so that the driver may see 
that the correct fare is deposited. The 
top into which the fare is dropped has 
holes in it which will admit dimes, 
nickels and pennies but nothing larger. 

As the driver’s change fund is de- 
pleted, he switches on an electric coin 
counter in the fare box. This has a con- 
tinuous meter which records in dollars 
and cents the contents of the fare box 
as they are processed. The counted 
coins drop into a place where the driver 
may reach them and he adds them to his 
change fund. 


Accounting for Tokens 


Some companies sell tokens whereby 
the rider by purchasing several at one 
time can get a rate lower than the cash 
fare. For example, if the cash fare is 
10 cents, three tokens may possibly be 
purchased for 25 cents. The methods of 
handling these tokens vary, though it is 
not unusual to permit the drivers to sell 
them to the public, they having pur- 
chased them from the cashier. Under 
such a system the cashier would be 
charged with the initial supply and with 
all tokens collected from the fare boxes. 
He in turn would deposit in the bank 
and would be credited with the amounts 
received from the drivers when he sold 
them the tokens. The rules of the Com- 
mission permit the bus companies to 
take up in income either the amount re- 
ceived when the tokens are sold or the 
value of the tokens collected. The latter 
is, of course, a more conservative meth- 
od, as income is not considered as real- 
ized until the service is rendered. Ina 
case decided in 1947 before the Tax 
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Court, it was held that income arises 
at the time of the sale of tokens. The 
court pointed out that its decision ap- 
plied even though the taxpayer’s meth- 
od of accounting was allowed or re- 
quired by the Public Utility Commis- 
sion (Penna.). 

Over a number of years the liability 
for tokens not presented will undoubt- 
edly become excessive as tokens are car- 
ried away to other parts of the country, 
lost or mislaid. It is usual to adjust the 
liability by crediting account number 
771 “Extraordinary Income Credits.” 
Where there is an increase in the price 
of tokens a new liability account is set 
up and credited with the value of tokens 
sold to the drivers. The tokens taken 
from the boxes are debited to the old 
liability account (and income credited) 
at the old rate, until the balance is liqui- 
dated. 


Audit Problems 


Generally, there will be few unusual 
audit problems in the examination of a 
bus company. Property and equipment 
may account for 90% of the assets. It 
will be necessary to vouch the principal 
additions and see that depreciation has 
been provided in accordance with the 
schedule filed with the Commission. A 
rate of depreciation of 10% per annum 
will generally be adequate and, while 
this may seem lengthy in relation to the 
rates used for cars, a life of more than 
10 years is not unusual. This is due in 
part to the superior construction of 
buses and to the careful maintenance 
they receive. 

It is a requirement of the Commission 
that inventories of materials and sup- 
plies shall be taken at intervals of one 
year or less and the books adjusted with 
the physical count. These counts are 
usually made on a rotating basis and, 
while inventories will rarely be signifi- 
cant in relation to total assets, the ac- 
countant should make a few physical 
test-checks of significant items with the 
quantity records and review the latter 
for obsolete items and to see that they 
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are being carefully maintained. As con- 
firmation is still the most satisfactory 
way of proving the correctness of ac- 
counts receivable, the accountant will 
probably confirm the principal items 
even though such a procedure is not 
mandatory under the requirements of 
the Institute, as only in the very unusu- 
al case will accounts receivable be con- 
sidered significant in relation to the 
total assets. 

On the liabilities side, it may be dif- 
ficult to determine the adequacy of the 
reserves for injuries and damage, where 
the company is a self-insurer, as the 
claims are usually fantastic in relation 
to the amounts granted. A detailed esti- 
mate should be furnished by the lawyer 
handling the claims and, in addition, a 
running schedule should be maintained 
showing the amounts ultimately paid in 
relation to the year of accident. This 
schedule will indicate how accurately 
the company has been able to estimate 
the liability for claims in the past and 
thus indicate, in conjunction with the 
lawyer’s report, how reasonable the cur- 
rent provision is likely to be. In vouch- 
ing disbursements in settlement of in- 
juries and damage, reference will be 
made to the claim file which should con- 
tain releases from the injured parties. 

A self-insurer in the State of New 
York is required to deposit securities 
with the State. These securities should 
be shown separately on the balance 
sheet. If the self-insurance is terminated 
the securities will not be returned until 
all claims have been ascertained and 
paid or provided for. 


New York State Taxes 


In computing the liability for taxes 
it should be noted that bus companies 
in New York State are not subject to 
the usual franchise tax but to a special 
tax levied on transportation and trans- 
Mission companies. This tax is not 
based on profits but on capital. The tax 
is computed on the following bases and 
the method which results in the highest 
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tax is used: 

(1) % Mill on the par value of each class 
of par value stock for each 1% of divi- 
dend paid, plus % mill on the paid in 
value of no par stock for each 1% of 
dividend paid. This method not to be 
used unless 6% or more is paid. 

(2) One mill on the value of issued capital 
stock; value to be based on the higher 
of: 

(a) $5.00 per share _ 

(b) Excess of assets over liabilities 

(c) Average price at which stock sold 
in year covered by report. 


(3) Minimum tax of $10. 


Federal income taxes are levied at the 
same rate and in the same manner as in 
the case of other corporations. With the 
prospect of the reimposition of an ex- 
cess profits tax the determination of 
invested capital may again become im- 
portant. A careful review of the cor- 
poration’s history will be required as 
many bus companies are the successors 
of street railway companies in which 
large amounts of capital were originally 
invested. 


Public Service Commission 


Mention has been made from time to 
time of the Public Service Commission 
and it might be appropriate in conclu- 
sion to give a very brief resume of its 
relationship with bus companies in the 
State of New York. 

The Commisison has three divisions, 
the accounting division, which concerns 
itself with rate case audits; the engi- 
neering division, which deals with spe- 
cial operating problems, such as the 
determination of depreciation . rates, 
etc.: and the maintenance division, 
which makes continuous checks on the 
safety and cleanliness of the buses and 
observation of sundry Commission 
rules. 

Where application is made for a rate 
increase the auditors will usually make 
an examination for one year and on the 
basis of this examination will attempt 
to forecast income for the coming year. 
In this forecast weight will be given to 
changes which have taken place during 
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The Accountant’s Staff Problems 
and Aids in Their Solution 


By Jack H. Kern, C.P.A. 


T HIs paper deals with staff problems 
in public accounting; principally 
those related to staff selection, training 
and retention. It is based on personal 
observations and experience, as well as 
on information gathered in the course 
of an informal survey of 23 other public 
accounting firms. In view of the fact 
that there are more than 3,000 public 
accounting firms in New York City, 
this clearly does not represent an ex- 
tensive sample, nor even an acceptable 
sample for statistical purposes. How- 
ever, since the selection includes large, 
medium and small firms, I feel that the 
range of problems encountered by these 
firms is fairly representative of the 
problems of accounting firms in this 
area and, therefore, a basis for some 
preliminary observations and conclu- 
sions. 

The first problem revolves upon the 
shortage of trained personnel. While 
there is no dearth of junior accountants, 
and there are still as many semi-seniors 
seeking employment as there are open- 
ings, there is a serious shortage of 
qualified senior accountants. This situ- 
ation has been aggravated in recent 
months because with the expansion of 
business, lucrative positions in private 
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industry are becoming increasingly 
available and because of the calling up 
of reserve officers. 


As one might expect, there is very 
little that can be done immediately 
about solving this problem. There are, 
however, some measures which firms 
can take in order to alleviate the situa- 
tion somewhat. For example, each ac- 
counting firm should re-examine its 
utilization of staff, especially its senior 
staff. Auditing procedures should be 
analyzed with a view to determining 
which of the procedures now performed 
by senior accountants may properly be 
relegated to an assistant, with the 
senior accountant playing more of a 
supervisory role. A redistribution of 
work would lighten the burden of the 
senior accountant, thereby freeing him 
to cover a larger number of assign- 
ments and to direct several audits at 
one time. 


Another way to satisfy the need for 
seniors and one which is preferable to 
employing them from the open market, 
is to bring them up from the ranks. 
This means developing the juniors and 
semi-seniors of today to be the seniors 
of tomorrow. Simply having a policy 
of promotion from within is not enough. 
Such a policy to be of lasting value to 
the firm and even to the staff members, 
must be implemented by a positive 
training policy which prepares the staff 
members to supervise the work of 
others and to assume greater responsi- 
bility. I will refer to the training prob- 
lem again later. This method has the 
advantage of offering opportunities of 
advancement to the younger men, and 
of supplying seniors who are well 
grounded in the company’s methods and 
policies. I am confident that a patient 
re-examination of the procedures and 
of the potential of the staff already 
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employed, offers an untapped reservoir 
of sentor accountants and the best long- 
run solution to the probem. 

Finally, the shortage underscores the 
importance of making staff positions 
attractive enough so that the account- 
ants will want to remain with the firm. 
I shall list a little later some of the ways 
in which this may be achieved. 


Staff Selection 


It was indicated earlier that at pres- 
ent there is no shortage of juniors and 
semi-seniors. But the ready availability 
of persons too, poses a challenge to em- 
ployers. What criteria shall be used for 
selecting from a large group of appli- 
cants the man that is most likely to suc- 
ceed? Up to recent years, the selection 
depended mainly on the intuitive skill 
of the interviewer in rating the appli- 
cants, based in most cases on interviews 
only, and in the case of large firms, 
supplemented by written examinations, 
Prior employers’ references were also 
used as an evaluation guide and some 
interviewers also inquired about ac- 
counting school grades. Unfortunately, 
these measures were not sufficient to 
avoid many errors in selection, with 
consequent loss of time and effort in 
breaking in a new man and, after sev- 
eral months, letting him go and then 
breaking in a successor about whose 
ability there was no greater certainty. 

Within the past few years there have 
been developed aptitude and achieve- 
ment tests, some administered in col- 
leges, and one offered by the American 
Institute of Accountants. These tests 
are designed to keep men not suited for 
accounting work from entering the pro- 
fession and creating problems for them- 
selves and their employers. I do not 
suggest that the tests should be consid- 
ered a conclusive guide to the exclusion 
of other guides, but rather as a very 
valuable additional criterion. I question 
if tests should ever be completely relied 
on to the exclusion of other guides; 
certainly this is true of the tests now 
used for testing persons entering the 
field of accounting. They are still in a 
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formulative stage. Nonetheless, it 
should be every employer’s policy to 
require an aptitude and achievement 
test report from every junior applicant. 
Some firms require them from every 
applicant, including seniors. 

Another aid in the proper selection 
of staff men is the use of a written 
check-list of questions to be put to the 
applicant, with space for the responses, 
and the interviewer’s impressions. A 
written record can thus be obtained 
which can be reviewed by the inter- 
viewer and other interested parties be- 
fore the decision to hire is made. 


Staff Training 


The training of staff once it has been 
selected is another problem which 
looms increasingly large. School train- 
ing, and even field training, is inade- 
quate or slow and staff development 
therefore must be accelerated by the 
employers’ own efforts. A fairly new 
development in the form of the “intern- 
ship training program” can help to 
solve this problem at the junior level. 

“Internship training” is a coopera- 
tive endeavor whereby undergraduate 
accounting students receive academic 
credit for part-time work with public 
accounting firms. A program of this 
type is usually based on an arrange- 
ment between the school and the ac- 
counting firm (although students are 
often permitted to work for firms of 
their own choosing). The firm usually 
grades the intern on the quality of his 
work and informs the school (and the 
intern) of the grade received and the 
student’s strong and weak points. 

It is obvious that an internship train- 
ing program may be extremely bene- 
ficial to the intern, the school and the 
employer. So far as the employer is 
concerned, it may be a source of part- 
time, semi-skilled help during the peak 
season when qualified temporary help 
is difficult to obtain. It also gives the 
employer an opportunity to observe the 
intern at work and enables him to offer 
permanent positions to those interns 
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who have been found most promising. 
In addition, those interns who are hired 
come to the firm, after their gradua- 
tion, partially trained. 

Further information on internship 
training programs may be obtained 
from the committee on education of the 
American Institute of Accountants, 
and an excellent article on the program 
is contained in the October, 1950, is- 
sue of The Accounting Review. 

Training programs vary considerably 
with the size of the firm. For example, 
most of the large firms conduct a full- 
time training class for all beginners 
lasting from one to two months. In 
these classes an attempt is made to 
simulate actual “battle” conditions and 
the men work on audit practice cases 
as if they were in the field. It is im- 
practical and far too expensive for 
medium and small firms to use this 
method of training beginners, yet their 
need for better staff men is just as 
acute. 

Some medium and small firms use 
all or some of the following methods of 
staff training, any of which will prove 
helpful to the extent that they are well 
planned and carried out. 

As to juniors, some firms do not 
send them right out into the field; in- 
stead, they are kept in the office for 
several days or weeks, to learn the 
firm’s office and audit policies and 
other matters of orientation. To some 
degree this policy is desirable also in 
the case of higher ranking newcomers. 
In practically all large and in most 
medium sized firms, all staff members 
are furnished with an office manual set- 
ting forth the general policies of the 
firm. One firm has a printed office 
manual which is bound with a small 
pocket diary in which staff men can 
keep a record of their time. 

Practically all firms furnish their 
staff men with a pamphlet or volume 
on the current tax law. Three of the 
firms surveyed, provide each senior 
accountant with one of the one-volume 
loose leaf tax services, with the supple- 
ments sent directly to his home. A 
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iew firms purchase subscriptions, and 
others insist that staff members sub- 
scribe at their own expense, to the 
Journal of Accoutancy and The New 
York Certified Public Accountant. 

Some organizations issue a weekly, 
monthly or bi-monthly bulletin to staff 
members containing current tax deci- 
sions, recent developments in account- 
ing, recommended new books or arti- 
cles, etc. 

Many accounting firms encourage or 
recommend that those staff accountants 
who are eligible for membership in the 
New York State Society of Certified 
Public Accountants and The American 
Institute of Accountants become mem- 
bers of these organizations. There are 
several firms that pay all or part of 
the dues of staff members. One firm 
has a policy of paying the first year’s 
dues, 


Staff Retention 


It is widely recognized that a large 
investment of time and money is repre- 
sented in a well organized and trained 
staff. The longer the period of em- 
ployment the greater the investment. 
Our problem therefore is to find the 
ways and means of keeping turnover 
down to an unavoidable minimum, in 
the ranks of juniors as well as seniors, 
and in high as well as in low employ- 
ment periods. The methods followed 
by successful firms may well be con- 
sidered by firms who are confronted 
with the problem of high turnover. 

First, the employing accountant 
should try to ascertain the causes for 
resignations from his staff. Most men 
may be loathe to express the reasons 
for their dissatisfaction for fear of re- 
prisals. However, if the employer or 
the personnel man will sincerely solicit 
the information, and give assurances 
that the employee’s references will not 
suffer because of what he says, the em- 
ployer may learn some facts about his 
firm that may well surprise him. Once 
the causes for unnecessary turnover are 
ascertained, their correction is usually 
within the power of the employer. Im- 
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plicit in this recommendation is a firm 

belief that most persons are generally 

quite loathe to leave a job and that they 
would much prefer to stay settled. 

Second, the selection of employees 
should be made as carefully and as 
scientifically as our present knowledge 
permits. If we have men who do not 
belong in the field, but whom we 
tolerate and continue to train in the 
erroneous belief that their weakness is 
merely inexperience, we eventually 
come to the rude awakening and reali- 
zation that, in terms of the barnyard, 
we have been “setting on a stone and it 
just wouldn’t hatch.” A great deal of 
turnover is due to this condition, While 
the science of personnel selection is nut 
developed to the point where it is fully 
reliable, many mistakes may be avoided 
by the use of the most advanced selec- 
tion methods, as previously mentioned. 

Third, the employing accountant 
must make the position reasonably at- 
tractive not only at the outset but as a 
man moves along. Dissatisfaction with 
a position may be due to a number of 
causes, of which the following are prob- 
ably the most important : 

First, and most important, is the in- 
ability to progress. This deficiency 
takes a number of forms, to wit, 

a) The firm’s standards and super- 
Vision are not too good and the 
staff man is not developing prop- 
erly. 

The firm’s clientele is not diversi- 

fied. 

c) The staff man feels that he has 
reached the top in the organiza- 
tion and there is no room for 
further advancement. 

d) The clients are too small. 

Advancement to more responsi- 

ble work is too slow. 


— 


oO 


Certain of these causes, such as the 
lack of diversification and the size of 
clients, are not within the control of the 
employer, but the other conditions are, 
at least to some degree. 

There is no justification for stand- 
ards so poor as to cause a man to leave. 
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Such a staff man may well be the 
person to be set to work to build up 
the standards, to the benefit of all 
parties concerned, the employer, the 
staff man, and even the clients. 

As for the lack of opportunity to 
reach the top in an organization, that 
is usually not the case, even though 
not many men get beyond the ordinary 
senior class. It would be wise for the 
employer to let the staff man know, 
at the time of engagement, that those 
who prove to be unusually qualified 
and conscientious may look forward to 
a junior partnership interest, and there- 
after to further progress. This should 
not be an idle promise, for the good 
of the employer as well as for staff 
morale. Those who cannot qualify for 
partnership may make satisfactory 
supervisors, or acquire other admin- 
istrative positions such as office man- 
ager, personnel man, etc., at attractive 
salaries and with every prospect of 
indefinite tenure. Even the placement 
of a man in an important position 
with a client might be held out as a 
substitute goal. Every man must be 
made to realize that there is no arbi- 
trary ceiling on his progress within the 
organization—that there is no “top”— 
but that promotions must be earned 
and that they do not come overnight. 
Also, that the ordinary, unimaginative, 
in-a-rut staff man cannot expect to 
progress. 

Staff men’s assignments should be 
rotated at reasonable intervals to give 
them an opportunity to diversify their 
work, to learn something about new 
businesses, to face new problems and 
challenges, and to feel that the change 
may be a recognition of their existence 
and perhaps even of their satisfactory 
services. 

Every opporiunity to give deserving 
staff men advancement in the form of 
better assignments should be utilized. 
This cannot always be done as quickly 
and readily as staff men might desire 
but, if this problem is not regularly 
surveyed and even slight changes made 
at reasonable intervals, good men may 
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become discouraged and lose their en- 
thusiasm and interest. 

The second major cause of dissatis- 
faction is inadequate compensation. It 
is most significant that this is not the 
first and major grievance. What con- 
stitutes an adequate salary is an age- 
old problem. It is not within the prov- 
ince of this discussion to set a scale for 
any employer. However, it is a fair 
statement, that a staff member should 
receive a salary that gives recognition 
to his status as a professional employee, 
taking into account his rank and ex- 
perience; and that gives recognition to 
the improvement in his skill and the 
development of his experience. A well 
paid employee is of much greater bene- 
fit to an employer than a poorly paid 
one. Frequently, the difference between 
satisfactory and unsatisfactory compen- 
sation is not very great. It is even in 
the interest of the profession as a whole 
that salaries should be reasonably at- 
tractive in order to encourage good 
men to enter and remain in it. 


Salary adjustments should be made 
at fairly regular intervals, and some 
firms make semi-annual adjustments 
in the lowest brackets. A relatively 
small number of employers publicize 
their wage scales. It is desirable that a 
wage increase should be accompanied 
by a brief talk with a partner or other 
proper representative. 

The third major cause for disap- 
pointment is closely tied up with human 
sensitivity and emotions; it is the lack 
of recognition. The recognition need not 
always be a salary increase or other 
advancement. A staff man will be most 
elated to have a partner or other appro- 
priate administrator call him in to his 
office for a periodic review of his status 
and progress. Unfortunately, this psy- 
chological and practical need is not 
sufficiently recognized by emplovers or 
perhaps they are just too busy! It is 
however, very much needed and very 
important. Time should be found to 
satisfy a man’s natural longing to 
ascertain how he is getting on in his 
job. 
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Next in importance, the fourth major 
cause, is poor working conditions. This 
includes working hours, working days, 
extent of overtime, physical comforts 
in the office, vacation period, excessive 
travel, adequate supper and _ travel 
allowances, and other related matters. 

Some accountants, like other emloy- 
ers, are either slow or reluctant to 
recognize that working conditions are 
undergoing a rapid improvement and 
that accountants need not be far behind 
in the acknowledgment of this de- 
velopment. Many more firms, how- 
ever, have made considerable strides 
in keeping pace with employers in other 
fields and are a credit to our profession. 

Though accountants generally work 
under time limitations, nevertheless the 
extended use of natural fiscal years and 
greater efficiency in dealing with per- 
sonal income tax work has made it 
possible for many firms to operate on a 
five-day week except for a period of ten 
to twelve weeks a year. 

The terror of overtime has also been 
reduced in many firms. Another factor 
which has helped is the realization that 
greater efficiency and economy is pos- 
sible by carrying a slightly larger staff 
and thereby curbing overtime. 

Excessive travel may not always be 
avoidable, but it should be spread 
amongst the staff to the fullest extent 
possible. Unmarried men should be 
encouraged to carry a greater share of 
this burden than married men. Many 
accounting firms use correspondents to 
eliminate travel with material savings 
in time and expense. This practice 
should be seriously considered by firms 
who have never made use of fellow 
practitioners in other cities for work 
that can reasonably be delegated. Other 
important considerations which will 
temper the effect of travel are adequate 
advance notice and liberal expense al- 
lowances. 

One more item before I close: Since 
the preparation of this paper, the De- 
cember, 1950, Journal of Accountancy 
has been issued. It contains an edi- 
torial entitled “Accounting Man Power 
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in Mobilization” which evidences a 
more serious concern than I have taken 
in this paper of the likely shortage of 
accounting personnel in the very near 
future. The editorial points out that the 
draft will probably be extended to in- 
clude veterans. An accelerated call up 
of reserve officers may be expected, 
especially those under 30 and below 
the rank of major. In addition, it sug- 
gests that there is little hope that ac- 
countants generally will be eligible for 
occupational deferment. 

In view of the above, the editorial 
recommends that accounting firms take 
personnel inventories and make plans 


for the replacement of staff men likely 
to be called into military service. It is 
suggested that employing accountants 
make contacts with sources through 
which women accountants and older 
men might be recruited, if and when 
the need arises. 

The need for the measures I have 
discussed for increasing staff efficiency 
and satisfaction, and for making the 
best use of the time and effort of trained 
personnel will, of course, become more 
and more acute as the man power short- 
age increases. We evidently do not 
have time to lose in bettering our per- 
sonnel policies and practices. 





Accounting and Auditing Aspects of a 
Motor Bus Company 


(Continued from page 209) 


the year examined. The propriety of 
officers’ salaries is investigated and so- 
called excess amounts may be disallow- 
ed. Expenses such as memberships in 
lunch clubs and country clubs will not 
be allowed and all non-operating charges 
and income are excluded. Non-recur- 
ring expenses are eliminated as, for 
example, two-thirds of a subscription to 
a three-year tax service, but this is 
rather narrowly interpreted, as no ex- 
amination is made of prior years to see 
that there are not expenses of a similar 
nature which should be included in the 
year under review. No cognizance ap- 
pears to be taken of the fact that so- 
called non-recurring charges have a 
habit of recurring in one form or 
another. 

In computing depreciation, weight 
will be given to firm orders for fixed 
assets. For example, buses on order 
for a given date will be added to book 
value as of the date of delivery and de- 
preciation accrued thereon for the re- 
maining months. 

Coupled with the estimate of ex- 
penses an analyst projects any decline 
or increase in revenue in evidence at 
the end of the year being examined. An 
estimate of the average net book value 
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of operating property is made and ap- 
parently the rate increase is computed 
on a basis which would give a return 
of 6 to 8%, after income taxes, on this 
net book value. In computing the esti- 
mated increase required, the analyst 
gives weight to the probability of a de- 
crease in number of passengers, because 
of the higher fare. The final decision as 
to an increase rests, of course, with the 
Commissioners, but the figures on 
which their decision is based are pre- 
pared along the lines indicated. 

On the whole the Commission has 
been rather fair with the bus companies 
in recognizing the need for increased 
fares due to rapidly rising costs. .Many 
companies, in addition to requiring the 
permission of the Commission to in- 
crease fares, must also obtain the sanc- 
tion of the municipal authorities where 
the agreement granting a franchise con- 
tained a limitation on the fare to be 
charged. This has been the case in the 
City of New York where, despite the 
fact that on the city-owned buses it has 
been found necessary to increase fares 
to 10 cents, no such permission has been 
granted to certain privately-owned com- 
panies, though they obviously are in 
equal need of increased income. 
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The Society’s 
By 
4 i HE New York State Society of Cer- 


tified Public Accountants held its 
First Annual Dinner on December 28, 
1897, at the Waldorf-Astoria Hotel. It 
is believed that contemporary accounts 
of this affair will be of interest not only 
to “veteran”? members of the Society 
but to the younger generation as well. 
many other activities of the 
young Society, this dinner was held un- 
der the leadership of the Society’s first 
president, Charles Waldo Haskins. 
An article of this nature appears to 
be of unusual interest since a search of 
the Society archives reveals no mention 
of the dinner in its publications. Refer- 
ence is made to the affair, however, in 
the minutes of the Society meeting on 
January 10, 1898, which include the 


Like so 


s First Annual Dinner 


THe CoMMITTEE On History 


following: 
“Motion by Mr. Sells, duly carried: 

That the Society tender its thanks to the 

Committee who had charge of the dinner, 

and recommend to the Board of Directors, 

the appropriation of a sum of money sufh- 
cient to defray the expenses thereof.” 

The dinner was obviously of no smal 
interest to the public, as current day 
newspapers and other periodicals car- 
ried articles about the affair. Informa- 
tion for this paper was gathered from 
the New York Times, the New-York 
Daily Tribune, the magazine Business 
and the publication “The Second City 
of the World, New York.” 

Research in the files of the New York 
Public Library uncovered the following 
articles from the New York Times and 
the New-York Daily Tribune of Wed- 
nesday, December 29, 1897: 


(New York Times) 
Accountants at Dinner 
Certified Experts in Figures Hold Their 
First Banquet as a State Society 
Mr. Fitch on City Accounts 
The Retiring Controller Traces Their History from the First Ledger 
and Says They Are Now Kept Honestly and Well. 


The first annual dinner of the New York 
State Society of Certified Accountants was 
given at the Waldorf-Astoria last night. 

Nearly one hundred members and guests 
were present. The dinner was given in the 
Myrtle Room of the hotel, which was tastily 
decorated with flags and potted plants. C. W. 
Haskins, President of the society, presided. 
The guests of honor were Chester S. Lord, 


the Rev. Father Sylvester Malone, Delos 
McCurdy, R. E. A. Dorr, and S. F. Jarvis. 
Father Malone delivered a short prayer 


when the guests had assembled in the dining 


room. As the members and their guests sat 
down, it was announced that Mayor Strong, 
who was to respond to the toast “City of 


New York as at Present Constituted” would 





This is the fifth of a series of arti- 
cles on the History of Accounting in 
the State of New York, prepared by 
the Society's Committee on History. 

The earlier articles appeared in 
the March, May, December 1949, 
and September, 1950, issues of this 
publication. 
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be unable to attend, as President Haskins 
said his old enemy, the gout, had kept him 
at home. Controller-elect Bird S. Coler was 
also prevented from attending, as was St. 
Clair McKelway. 

C. W. Haskins, President of the society, 
made a short address. George R. Blanchard, 
Melvil Dewey, Francis S. Bangs, William 
H. Baldwin, Jr. and James G. Cannon also 
spoke. 

Controller Fitch responded to the toast, 
“Municipal Accounts.” Mr. Fitch, after pay- 
ing a compliment to the society on its or- 
ganization, said: 

“The municipal accounts of the city are 
an interesting study from the first ledger, 
which was made in 1691, to the present day. 
While we cannot say the accounts of the 
city have always been kept honestly, they 
are kept that way now, and were under 
Tammany and other rule. 

“The first ledger of the city is as clear 
and better written than these of the present 
day, yet it may be full of errors, for all we 
know. They did not have certified account- 
ants then. We have kept the accounts in 
a way that they can be easily understood. 
Other administrations have done the same. 
I am sorry the Mayor is not here to lend 
his voice to the occasion, as I am that my 
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successor is not present. I have had much 
to do with public accounts, not only in this 
city-but in Washington, where the accounts 
are peculiar and intricate. 

“We can all be proud of the city we live 
in. I wish the incoming officers all success. 
The men at the head of the new administra- 


irst Annual Dinner 





tion ought to have the help and support of 
the people. They will be criticized for what 
they did and did not do. Let us assist them 
and give them credit until we know they 
have not done right.” 

Chester S. Lord responded to the toast, 
“The Newspapers.” 





(New-York Daily Tribune) 


Public Accountants at Dinner 
The First Feast of the New York State Society 


he New York State Society of Certified 
Public Accountants held its first dinner at 
the Waldorf-Astoria last night. The society, 
which received its charter only so recently 
as March last,* has been formed for the 
purpose of raising the standard of efficiency 
in the accountants’ profession. This is to be 
accomplished by means of examinations un- 
der the State Board of Regents, and by the 
imposing upon applicants for certificates re- 
quirements as to character and integrity as 
stringent as those which rule in the selection 
of members of other recognized professions. 
C. W. Haskins, the president of the 
Society, occupied the central seat at the guest 
table last night, and placed on either side 
of him were Controller Ashbel P. Fitch, 
Melvil Dewey, Secretary of the State Board 
of Regents; George R. Blanchard, Com- 
missioner of the Joint Traffic Association ; 
Chester S. Lord, Delos McCurdy, Francis 
S. Bangs, S. F. Jarvis, Jr., the Rev. Syl- 


The magazine Business reported: 


Nearly all the members of the Association 
(sic) were present and the few who were not 
were unavoidably absent from the city, or, as 
in the case of Mr. Joseph Hardcastle, con- 
fined to a sick bed. 
This periodical also named the guests 
and their callings. From Business and 
other sources we find the following: 
Reverend Sylvester Malone, Regent, Pas- 
tor of the Church of Saint Peter & 
Saint Paul 

Chester S. Lord, Regent, Editor of the 
New York Sun 

Melvil Dewey, Secretary to the State 
Board of Regents 

Ashbel P. Fitch, former Controller of 
New York City 

George R. Blanchard, Chairman of the 
Joint Traffic Association 

William H. Baldwin, Jr., President of the 
Long Island Railroad 

Francis S. Bangs of Bangs, Stetson, Tracy 
& McVeigh 

James G. Cannon, President of the Na- 
tional Society of Creditmen and Vice 
President of the Fourth National Bank 

In the same issue, Business published 
the address of Mr. Cannon which he 


vester Malone, R. E. A. Dorr, William H. 
Baldwin, Jr., and James G. Cannon. In his 
opening address, Mr. Haskins referred to 
the constantly growing importance of ac- 
countants’ services, and remarked that the 
State Legislature, in passing a law creating 
the certified public accountant, has placed 
the business of accounting on a professional 
basis, with all that the term implied, of 
guaranteed integrity, skill, and single-minded 
devotion to the interest of the client. 

Controller Fitch, speaking on the subject 
of “Municipal Accounts,” said that the city’s 
financial records, which dated from 1691, 
furnished a most interesting study, and the 
books for that whole period were legible, 
clear and well conducted. During all these 
years, Mr. Fitch said, they had been honestly 
kept and conducted, and showed to the ut- 
most penny the moneys paid away in behalf 
of the city government. 


delivered at the dinner. 

Reference to “The Second City of the 
World, New York,” published in 1898 
by the Republic Press, reveals the sub- 
ject matter of the addresses given by all 
speakers at the affair, as follows 


“George R. Blanchard, The Reinforcement 
of Corporate Integrity; 

Hon. Melvil Dewey, The Higher Business 
Education ; 

Francis S. Bangs, Value of the Accountant 
to the Trust Company ; 

Ashbel P. Fitch, Municipal Accounts; 

William H. Baldwin, Jr., The Accountant 
in Railroad Examinations ; 

James G. Cannon, Relation of the Ac- 
countant to the Credit Man; 

Chester S. Lord, The Newspapers; 

Rev. Sylvester Malone, Recognition of 
Society by Board of Regents; 

President Haskins, History and Dignity 
of Accountancy.” 


The Committee on History believes 
that this record of the Society’s first 
annual dinner which was the forerun- 
ner of its many later celebrations is 
worthy of permanence. 


* The date of March last evidently aeaoee to the organization meeting of March 30, 1897, since the 


Society was incorporated on January 28, 189 
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Conducted by BENJAMIN Harrow, C.P.A. 


Earned Income Credit 

An ideal tax system must be based 
upon a principal of equality. All tax- 
payers within a selected classification 
must be treated alike. This princi- 
ple theoretically eliminates any exemp- 
tions. Exemptions, while beneficial to 
those so favored, shift the burden of 
the tax to others. But other considera- 
tions may make it necessary to set up 
further classifications within a genera! 
group and when public expenditures 
are at a high level it may be more 
equitable to introduce distinctions with- 
in a selected classification. 


Take the income tax, for example. 
If income is to be subject to a tax, 
ideally all income should be taxed as 
such. No differentiation should be made 
between salaries or income from prop- 
erty. If dividends are income they 
should be taxed, even though the source 
of the income has already been taxed 
to the corporation earning it. If capital 
gains are income, they should be taxed 
at the same rates as any other income. 
But if other equitable considerations 
make it important to draw distinctions 
between one kind of income and 





BENJAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928. He is a Professor of Law at 
St. John’s University. 

Mr. Harrow has been a member 
of the American Institute of Ac- 
countants since 1922 and is a mem- 
ber of the New York Bar. He is 
now serving on the Society’s Com- 
mittee on Federal Taxation, and is 
Chairman of its Committee on State 
Taxation. He is also a member of 
the Institute’s Committee on Fed- 
eral Taxation. 

Mr. Harrow is engaged in prac- 
tice as a certified public accountant 
and attorney in his own office in 
New York City. 
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another, then there may be a justifica- 
tion for drawing distinctions. 

For many years, there was a provi- 
sion under the federal income tax law 
for a credit on earned income. The 
state income tax law never had a simi- 
lar provision. I was recently asked 
whether I favored taxing wages, sal- 
aries and professional income at lower 
rates than income from property. Such 
a differentiation could be justified on 
the ground that there are sufficient 
differences between earned income and 
unearned income to warrant taxing 
earned income at a lower rate. During 
a period when the tax rate must be 
maintained at a high level, earned in- 
come could be given more favored 
treatment. If the state were to intro- 
duce such a provision into the law, it 
would of course add to its administra- 
tive burdens. 


Exemption of Income from Federal 
and State Instrumentalities 


Under present economic conditions, 
the favored treatment accorded interest 
income on federal and state securities 
would appear to be obsolete. Under 
the present law the federal government 
taxes all interest on federal securities, 
but exempts all interest on state securi- 
ties. New York State exempts all in- 
terest on federal securities, and all 
interest on New. York State securities. 
It does subject to tax interest income 
on securities of all other states. This is 
not the type of income that today re- 
quires favored treatment. Under the 
present impact of high taxes it is earned 
income that should be given the favored 
treatment. I am not at this point dis- 
cussing the basis of this exemption or 
the justification that might be made for 
it. In my opinion income on all future 
issues of federal and state securities 
should be fully taxable, both by the 
federal government and the state gov- 
ernments. 
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How Should New York 

Tax Capital Gains? 

I was recently asked this question. 
Four alternatives were suggested: to 
tax such gains fully; to tax them as 
under federal law; to tax them at one- 
half rates; or not to tax them at all. 
Capital gains are treated differently 
from normal income, principally be- 
cause such income is non recurring. 
The year in which such income is taxed 
is in a sense accidental, since it de- 
pends upon when a transaction is com- 
pleted, even though the economic in- 
come may have been accrued in a prior 
year or years. There is justification for 
special treatment of a gain on the sale 
of property that has been held for more 
than one tax period. Under the federal 
law a gain on property held for more 
than 6 months is a long-term gain and 
only 50% of the gain is subject to tax. 
It has been said that this holding period 
is unrealistic and that it should be in- 
creased at least to 12 months to receive 
long-term capital gain treatment. It 
should be noted that in considering the 
Revenue Act of 1950, the House Ways 
and Means Committee had proposed a 
reduction of the long-term holding pe- 
riod to three months. 

Under the ideal tax system men- 
tioned above, capital gains as income 
should be taxed fully. If capital gains 
are to be classified as long-term and 
short-term, then the long-term gain 
should be taxed at one-half rates, but 
the holding period for a long-term gain 
should be increased at least to 12 
months, 


Payment of a Fee for 

Filing a Return 

The processing of an income tax re- 
turn is a costly operation, and it has 
been suggested that a filing fee should 
be paid by all taxpayers who file a re- 
turn to cover this cost in part. Many 
returns are filed even though no tax is 
due. A payment of $2.00 as a filing fee 
would ease the financial burden to 
which the state is put in administering 
the income tax law. The fee would be 
credited against the tax, so that it would 
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really be paid only by those who are re- 
quired to file a return, but who do not 
pay any tax. 


Should Dividends be 

Taxed to Stockholders? 

This question has been asked repeat- 
edly because of the supposed inequity 
in taxing income, first to a corporation 
and then again when it reaches the 
stockholder in the form of a dividend. 
When tax rates are high the inequity 
is more evident. In former days, under 
the federal law, dividends were exempt 
from normal tax and subject only to 
surtax. Even today a corporate stock- 
holder is taxed upon only 15% of divi- 
dends received, and on a consolidated 
return inter-company dividends are en- 
tirely exempt. Under the state law 
dividends have always been taxed in 
full, the same as other ordinary income. 

With public expenditures at a high 
level, it may be unwise at this time to 
give dividend income preferred tax 
treatment. A case can be made for pre- 
ferred treatment for almost every type 
of income. If beneficial tax treatment 
is to be given to any type of income, 
it should go to earned income from 
wages and salaries. From the point of 
view of the state tax, the taxpayer re- 
covers part of the tax through the de- 
duction from gross income permitted 
on the federal return for state taxes 
paid. 


Franchise Tax Liability of an 
Inactive Real Estate Corporation 
One of our members requests an 

opinion as to franchise tax liability on 

the following facts: 

A real estate corporation transfers 
all of its assets in 1949, but does not 
dissolve legally. It remains as an in- 
active corporation. How and on what 
basis is the inactive corporation to be 
taxed for the year 1950 and subsequent 
years? 

To qualify as a real estate corpora- 
tion the company must be wholly en- 
gaged in the purchase and sale of real 
estate for itself, or hold title to real 
estate, etc. Under a strict construction 
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of,the law an inactive corporation does 
not come within the provisions of Sec- 
tion 182 and, therefore, does not qualify 
as a real estate corporation. It would 
thus be subject to tax as a business 
corporation under Article 9A and pay 
a minimum tax of $25.00 instead of 
$10.00. 

In determining the classification of 
a corporation the actual activitjes con- 
trol and not the purpose for which the 
corporation was organized. If the cor- 
poration should again engage in activi- 
ties that qualify it as a real estate cor- 
porate it will again be subject to tax 
under Section 182. 


Averaging Income 

Fluctuating incomes bear a heavier 
burden of taxation than incomes that 
are about the same from year to year, 
because of the progressively higher sur- 
tax rates on additional increments of 
income. The professional man whose 
income may be subject to wide varia- 
tions from year to year is thus at a tax 
disadvantage when compared to a tax- 
payer who has received the identical 
income, but more evenly distributed 
over the same period of time. This in- 
equity has been recognized in part 
under the Internal Revenue Code (Sec- 
tion 107) which minimizes the tax on 
compensation received in one year but 
covering services rendered over a pe- 
riod of thirty-six months or more. It 
is surprising that the state does not 
have a similar provision. 

However, the inequity is not com- 
pletely cured through a limited provi- 
sion such as Section 107. Taxing indi- 
viduals on the basis of a five-year 
moving average of all income should 
accomplish more equitable results. Such 
a provision would not be difficult to 
administer. The tax in any one year 
would be limited to what the tax would 
be if the income for the current year 
and four preceding years had been re- 
ceived equally over the five-vear period. 

Under the Internal Revenue Code, a 
taxpayer in business may carry back a 
business loss for one year and carry 
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forward unabsorbed losses for five 
years. This approaches a basis for tax- 
ing business on an economic cycle of 
seven years. The state has not adopted 
any similar provision. The principle 
of a moving average is used both under 
the federal law and state franchise tax 
law, applicable to banks, in determining 
the deduction for bad debts under the 
reserve basis. 


Real Estate Corporations— 
Valuation of Gross Assets 


Some months ago! we called atten- 
tion to the fact that the Tax Commis- 
sion was determining the value of gross 
assets by capitalizing the net income of 
property. A factor of eight was being 
used, the same as in the case of valuing 
rented property for the allocation factor 
under the franchise tax on business cor- 
porations. However, in determining net 
incomes interest and salaries were elim- 
inated as deductions. 

One of our members was troubled 
about this formula in two particulars. 
The use of a factor of eight seemed ar- 
bitrary. Secondly, in determining net 
income the Tax Commission makes no 
provision on the tax return for a deduc- 
tion of the federal income tax. Our 
member argues that there can be no net 
income to a corporation without taking 
the federal income tax into account. He 
also asks whether the answer to ques- 
tion 6 on page 1 of the tax return 
should show net income after taxes. 

This question calls for “net corporate 
income for the calendar year ended 
December 31, -——, or fiscal year ended 
—_—— —, ——,, (attach profit and 
loss statement)”. The attached profit 
and loss statement would, of course, in- 
dicate whether the net profit shown is 
before or after taxes and the Tax Com- 
mission would make the necessary cor- 
rection in auditing the return. In 
arriving at the figure of eight as a factor 
to be used in capitalizing net income, 
the Tax Commission realized that it 
was applying this factor to net income 
before taxes and after elimination of 
interest and salaries. Conceivably, if net 


1 State Tax Clinic, September, 1950; p. 555. 
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income after taxes were used, the factor 
might have been nine or even ten. What 
the Tax Commission really did was to 
say that if the net income from real 
property, before taxes, was x dollars, 
the property was worth at least eight 
times x. 


Prizes as Income 

Income received as compensation for 
personal service, of whatever kind and 
in whatever form patd, is taxable as 
gross income. Gifts are excluded from 
gross income. Are prizes non-taxable 
gifts or compensation for personal serv- 
ices? ‘This question arises frequently 
under the Internal Revenue Code, par- 
ticularly in connection with radio and 
newspaper contests. A recent Tax 
Court decision’ held that the first prize 
of $25,000 paid by Pabst for the best 
plan for post-war employment was tax- 
able income. The Court criticized the 
Court of Appeals decision’ which held 
that a prize of $3,000 awarded by the 
American Bar Association under a will 
was exempt as a gift. It should be 
noted that the Commissioner of Inter- 
nal Revenue does not approve this de- 
cision and has indicated that he will 
not follow it. The Tax Court did not 
mention its own earlier decision in the 
“Pot O’Gold” case,* which held the 
prize non-taxable as a gift. In the lat- 
ter case the taxpayer was not obliged to 
do anything to win the prize except to 
answer a telephone call. The intention 
was to make a gift and not to require 
ithe performance of any service. Sweep- 
stakes prizes have always been taxed 
as gains derived from capital or as 
gambling gains. 


Deductible Expenses—Penalties 
ee expenses to be deductible 
must be ordinary and necessary. The 
payment of a penalty for a violation of 
the law does not qualify as a deductible 


Herbert Stein, 14 T.C. 494 (1950). 
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Pauline C. Washburn, 5 T.C. 1333 (1945). 
Jerry Rossman Corp. v. Com’r., 175 F (2d) 711 (CCA-2) (1949); National Brass 


expense. A number of cases have come 
before the courts in connection with the 
payment of penalties for price control 
violations. Several cases have held that 
where the violations were not contrary 
to public policy or did not go counter to 
the purposes of the law or were done 
innocently the deduction for the penalty 
would be allowed.5 

Payments made to agents to obtain 
government contracts (“five percent- 
ers”) were allowed as deductible ordi- 
nary and necessary business expenses. 
In a recent Tax Court case,® the court 
held that the taxpayer did not employ 
the agent to exercise undue influence 
and the compensation was reasonable. 


Vacation Pay—When Deductible 

The accountant’s concept of accrual 
and the legal concept are in conflict in 
determining the proper year for accru- 
ing the liability for vacation pay. In 
Tennessee Consolidated Coal Company 

Commissioner’? mine workers were 
required, under a union contract, to 
work for a period of twelve consecutive 
months prior to June 1 before becoming 
entitled to a paid vacation of one week. 
The court held that there could be no 
accrual of the employer’s liability until 
the expiration of twelve months. Con- 
sequently, the deduction could be taken 
only when the vacation money was 
paid, and not on a monthly basis during 
the period that the employee was meet- 
ing the requirements for the vacation. 
The State will probably follow the fed- 
eral rule. 


Personal Expense or Expense in 
Connection with the Production 
of Income 
The purchase of police officers’ uni- 

forms and their maintenance may now 

be deducted as an ordinary and neces- 
sary expense in the production of 
income, according to a mimeograph is- 


(2d) 585 (1945). 


Works, Inc. v. Com’r., 182 F (2d) 526 (CCA-9) (1950); Farmers Creamery Co., 14 T.C 


879 (1950). 


6 Aetna-Standard Engineering Co., 15 T 


715 T .C. —, No. 62, Oct. 10, 1950. 
1957 


—, No. 42, Sept. 25, 1950. 
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sued by the Commissioner of Internal 
Revenue.® This ruling will probably be 
extended to other workers who wear 
special uniforms. For years this has 
been a bone of contention. This type of 
deduction should be extended to other 
areas. For example, the expense in- 
curred for a maid or housekeeper to 
enable a wife to take a job outside the 
home should be an allowable deduction. 
This situation will become urgent in the 
coming months when women will be 
asked to take jobs in the military pre- 
paredness effort. As a matter of fact, a 
bill has just been introduced in the 
State Senate which provides that a tax- 
payer employed outside the home who, 
because of this employment, incurs ex- 
penses for the care of his children under 
the age of twelve years may take a 
deduction for such expenses. The de- 
duction may not exceed $1,000. 

Another expenditure that is on the 
border line of personal or business ex- 
pense is the cost of attending summer 
school. A recent decision? holds that 
where such an expenditure is made to 
maintain, preserve or carry on a profes- 
sion it is deductible. It is not deductible 
if made in preparation of a new posi- 
tion, or for general educational pur- 
poses. The state will probably follow 
the federal rule. 


Casualty Losses 


Such losses are fully deductible both 
under the federal law and the state law, 
even if the loss is a personal loss not 
connected with a business. The only 
problem is the determination of the loss. 
Article 151 of the regulations provides 
that in computing the amount deduc- 
tible, there must be taken into account 
any insurance received plus salvage 
value. The basis for determining the 
loss is the cost of the property. (Article 
491 (a).) Under the Internal Revenue 
Code the loss is measured by the differ- 
ence between the market value of the 
property before and after the casualty. 


8 Mim, 6463, 1950-1 CB 29, 


This is not always an easy determina- 
tion to make, particularly in the type of 
casualty resulting from tornadoes and 
hurricanes that destroy valuable trees 
on property. Taxpayers in such cases 
have taken as a deduction the cost of 
repairing property damaged by the 
casualty. This is not generally consid- 
ered an adequate criterion of the loss 
by the Commissioner. However, in the 
case of W. F. Harmon’ the net cost of 
repairs was allowed as the casualty loss 
deduction and the Commissioner has 
acquiesced in this decision. 

In a recent case?! insurance proceeds 
received in connection with a casualty 
loss were held to result in a taxable 
gain. To avoid the taxable gain the 
proceeds should have been invested in 
similar property or in a replacement 
fund under the approval of the Treas- 
ury Department (Section 112 (f)). In 
this case the taxpayer invested the in- 
surance proceeds in securities without 
obtaining any approval of the Commis- 
sioner as required under the regula- 
tions. 

A casualty loss is deductible in the 
year in which the loss is sustained. If 
the amount of the loss is doubtful be- 
cause there may be some insurance re- 
covery, the difference between the 
casualty loss and the insurance proceeds 
is deductible in the year the taxpayer 
settles with the insurance company. It 
was so held in a recent case.!? As a 
practical matter, a taxpayer should take 
the deduction in the year of the casual- 
ty. If that is disallowed, the year of the 
insurance recovery may still be open 
for an adjustment claim. 


Tax Coordination 

State Senator Halpern is sponsoring 
a bill to create a temporary State Com- 
mission to study the duplication and 
overlapping of federal, state and local 
tax laws, and, also, to provide for a 
more equitable tax system. 


(Continued on page 225) 


9 Nora Payne Hill v. Commissioner, 181 F (2d) 906, (CCA-4) (1950). 


10 13 T.C. 373 (1949). 


11 Oppenheim’s Inc. v. Kavanaugh, 90 F Supp. 107 (1950). 


12 Com’r. v. Harwick, (CCA-5) (1949). 
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Conducted by Louis H. Rappaport, C.P.A. 


SEC Proposes to Revise Its Principal Registration Form 


OST registration statements under 

the Securities Act of 1933 are 

filed on Form S-1l. A registration on 
this form consists, for the most part, of 
two things: (1) a prospectus, and (2) 
such other information and documents 
as are required to be filed but which 
need not be included in the prospectus. 


As far as the financial data are con- 
cerned, this means that the prospectus 
filed as part of Form S-1 contains the 
balance sheets, income and surplus 
statements and supplementary profit 
and loss information. The prospectus 
also contains the so-called “summary 
of earnings,” which presents the most 
significant income information in con- 
densed form, usually for a longer period 
than is covered by the formal income 
statement. The schedules in support of 
the balance sheet and income state- 
ments are filed as part of the registra- 
tion but are not included in the 
prospectus. 

Over the years, investors and under- 
writers have tended to attach more and 
more significance to the earnings sum- 
mary with the result that it is promi- 
nently featured in prospectuses of al- 
most all commercial and industrial com- 
panies which have an earnings history. 
The content of these summaries has 
been improved to the point where, in 





Louts H. Rappaport, C.P.A., has 
been a member of the Society since 
1933. He is a partner in the firm of 
Lybrand, Ross Bros. & Montgom- 
ery, C.P.A’s., and is also a member 
of the American Institute of Ac- 
countants and of the American 
Accounting Association. 
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many cases, insofar as they relate to the 
most recent three years, the earnings 
summary and the formal income state- 
ment duplicate each other in part. 

Considerable progress has been made 
since the Securities Act was passed in 
reducing the size of prospectuses. From 
the formidable documents they once 
were, they have been whittled down 
steadily so that they are now much 
more readable than previously. With 
the purpose of shortening and improv- 
ing the prospectus even more, the SEC 
has now proposed a revision in its 
Form S-1 registration. 

The revision would have the result of 
transferring certain information from 
the prospectus to other parts of the reg- 
istration statement. The principal pro- 
posed change relates to the financial 
data. It is proposed that the summary 
of earnings be accepted in the prospec- 
tus in lieu of any formal income state- 
ments. In addition, a statement of fi- 
nancial position containing the sub- 
stance of the information set forth in 
the formal balance sheets would be 
included in the prospectus in lieu of 
such balance sheets. Thus, all conven- 
tional balance sheets, income and sur- 
plus statements, and supporting sched- 
ules would be omitted from the 
prospectus but would otherwise be filed 
as a part of the registration statement. 

The Commission states: “It is con- 
templated that the presentation of the 
financial data included in the prospec- 
tus, particularly the statement of finan- 
cial position, would be left largely up to 
registrants and their accountants. This 
would permit them to break away from 
conventional forms of presentation now 
in common use in favor of a more in- 
formal presentation.” 
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It should be emphasized that under 
the proposed revision the registration 
statement would contain virtually the 
same financial statements as are now 
required, but the requirements as to 
financial data in the prospectus would 
* be altered. The prospectus require- 
ments as they relate to financial data 
are contained in Items 7 and 8, which 
follow: 


Item 7. Summary of Earnings. 


Furnish in comparative columnar 
form a summary of earnings for the 
registrant and its subsidiaries consoli- 
dated for at least each fiscal year of the 
registrant beginning on or after Janu- 
ary 1, 1945 (or for the life of the regis- 
trant and its immediate predecessors, 
if less) and for any period subsequent 
to the latest of such fiscal years for 
which profit and loss statements are 
filed with the registration statement. 


Instructions. 1. In the usual case, 
the following items should be in- 
cluded: net sales or operating reve- 
nues ; cost of goods sold or operating 
expenses, or gross profit; deprecia- 
tion, depletion and amortization; 
selling, general and administrative 
expenses; income taxes; interest 
charges; extraordinary income 
charges and credits and net income. 
Exceptional cases may require devi- 
ation from this instruction. 


2. Summaries of earnings used in 
connection with registrations of com- 
mon stock should be prepared to 
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present earnings applicable to com- 
mon stock. Earnings per share and 
dividends paid or declared, as ap- 
propriate, for each year of the sum- 
mary should also be included. 
Item 8. Statement of Financial 
Position and Capitalization. 
Furnish a statement of financial posi- 
tion containing information substan- 
tially equivalent to that set forth in the 
latest balance sheets filed as a part of 
the registration statement. Indicate in 
an appropriate manner the changes in 
capitalization which will result if all of 
the securities being registered are sold. 

Instructions. 1, The information 
shall be such as is appropriate under 
the circumstances of the particular 
case but need not be set forth in the 
same form or order as the balance 
sheets filed. 

2. Insofar as appropriate, detailed 
technical notes and other explana- 
tions should be omitted. In lieu of 
notes or explanations, references 
should be made wherever practicable 
to information set forth elsewhere in 
the prospectus. 





The Commission circulated copies of 
its proposed revision among interested 
persons for comment and asked that 
such comments reach the Commission 
by February 26, 1951. If any readers 
are interested in reading the proposed 
revision, it may be obtained by writing 
to the SEC in Washington and asking 
for a copy of Release No. 3406 under 
the Securities Act of 1933. 
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Notes on Recent New York State 











Unemployment Insurance Cases 








Conducted by SAMUEL S. Ress 


N unemployment insurance, as in 
I other tax matters, time is always of 
the essence. A large refund may be 
lost by tardiness in filing a claim for 
refund. Section 570, subdivision 6, of 
the New York State Labor Law pro- 
vides that where an unemployment in- 
surance contributor overpays taxes to 
the State of New York, either because 
of a mistake of law or a mistake of fact, 
his claim will be barred unless the 
employer makes his application for 
refund or credit of any contribution, 
interest or penalty paid by him on or 
before the later date occurring “one 
year from the date on which such pay- 
ment was made” or “three years from 
the last day of the first month following 
the end of that calendar quarter during 
which the remuneration was paid which 
formed the basis for contributions, in- 





SAMUEL S. Ress has been an As- 
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1936. He is a member of the New 
York Bar and holds the Juris Doctor 
degree from the New York Univer- 
sity School of Law, and the B.B.A. 
degree from The City College (New 
York) School of Business and Civic 
Administration. He is a tax consult- 
ant and has been a specialist in the 
payroll tax field since the inception 
of Social Security and Unemploy- 
ment Insurance Laws in 1936. He 
has drafted legislation related to un- 
employment insurance, health insur- 
ance, wages and hours and work- 
men’s compensation. 

Dr. Ress, who has written a num- 
ber of articles which have appeared 
in The New York Certified Public 
Accountant, is a member of the 
Society’s Committees on Clothing 
Manufacturing Accounting and on 
Labor and Management. 
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terest or penalty claimed to have been 
erroneously collected.” The law also 
provides that “... for a like cause and 
within the same period a refund may be 
so made or a credit allowed on the 
initiative of the Commissioner.” 

A member of the Society complained 
recently that the Industrial Commis- 
sioner had denied the greater part of a 
refund claim filed by an employer for 
contributions paid to New York State 
on the earnings of a number of em- 
ployees not covered by the New York 
State law and retroactive to January of 
1936. The records of the employer had 
been audited by the State Examiner a 
number of times during the past four- 
teen years. It was only after the most 
recent audit that the overpayment had 
been uncovered. The refund claim for 
the earlier years had been barred for 
untimeliness. The taxpayer felt that the 
refund claim should have been allowed 
in full on the initiative of the Commis- 
sioner. He reasoned that the Industrial 
Commissioner should have discovered 
the previously made overpayments at 
the time of the earlier audits and that 
if the overpayments had been called to 
the attention of the taxpayer by the 
Industrial Commissioner’s representa- 
tive, the taxpayer could then have filed 
his refund claim or taken his credit be- 
fore the statutory period had expired. 


It is interesting to note that section 
576, subdivision 1, paragraph a, of the 
New York Unemployment Insurance 
Law enables the Industrial Commis- 
sioner to enforce the payment of contri- 
butions due from an employer based on 
wages paid within four years from the 
last day of the calendar year in which 
the wages were paid. Of course, the 
statute of limitations does not run 
against the Commissioner if the em- 
ployer failed to file required wage re- 
ports or the employer filed a fraudulent 
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report; or a written determination of 
the amount of contributions due had 
been given the employer by the Indus- 
trial Commissioner. 

It seems that the statute of limita- 
tions ought not to run against the tax- 
payer’s refund claim where the Indus- 
trial Commissioner had omitted to 
notify the contributor of his right to a 
refund, in the same way that the statute 
of limitations is tolled in favor of the 
Industrial Commissioner when the tax- 
payer fails to file a report. 

Although the statute of limitations 
on tax refund claims is often strictly 
construed by the courts, the New York 
Court of Claims (in Guaranty Trust 
Company of New York against The 
State of New York; claim #27969; 
decision dated January 29, 1948) held 
that payments to the Unemployment 
Insurance Trust Fund were enforced 
contributions as distinguished from tax 
levies, and awarded a refund despite 
the statute. A statutory trust resulted 
from the collection of contributions 
which were not valid. When the ex- 
press trust became invalid, the statutory 


trustee, as trustee of a resultant trust, 
held the funds for the benefit of the 
settlor or contributor. The statute of 
limitations did not run against the set- 
tlor until after demand for refund was 
made. The Appellate Division (271 
App. Div. 711) held in that case: “The 
facts and the statute sustain the theory 
that here we have a trust created by 
statute and that the public officials be- 
came trustees of the resultant trust 
when the enforced contributions here 
involved were determined to be illegal.” 
In the aforesaid case the bank had been 
paying unemployment insurance con- 
tributions to the New York State 
Unemployment Insurance Fund since 
1936. 

In November, 1944, as a result of an 
action involving another bank it was 
found that the “enforced contributions 
here involved” were determined to be 
illegal. (Jn re: Bank of Manhattan 
Company, 293 N. Y. 515.) The illegali- 
ty in question in the case has been 
remedied by statute so that the banks 
involved are presently subject to the 
Unemployment Insurance Law. 
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(Continued from page 222) 


The Commission would study all re- 
ports of state and federal committees 
which heretofore have been appointed 
to study this problem. Emphasis would 
be on the duplication and overlapping 
of the taxes and the proposals for better 
coordination. The Commission would 
submit a program and suggest “legisla- 
tion leading to a readjustment of the 
federal, state and local tax relationship 
and the establishment of fiscal self- 
sufficiency among the various divisions 
of government and an immediate meth- 
od for the elimination of conflict and 
confusion in taxing programs.” The 
Commission would be required to re- 
port to the governor by February 15, 
1952. 
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With the prospect of increased taxes 
for the immediate future, this problem 
may become even more serious. Already 
cities, as well as states and the federal 
government, are levying income taxes. 
States and local governments have been 
using the sales tax as a revenue raiser 
and there is a prospect that the federal 
government may be obliged to go into 
this field on a large scale. The estate 
tax has been used by states as well as 
the federal government and for years 
some coordination has been sought for 
this type of taxation. Our state is to be 
congratulated for making a serious at- 
tempt not only to study tax duplication 
and overlapping, but to consider doing 
something about it legislatively. 
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Office and Staff Management 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 














The old war-time controls are back 
and once more accountants must put 
their shoulders to the management 
wheel, to help those whose own organi- 
zations are not fully equipped to cope 
with the problems of regulation. 

Staffs must be posted, by means of 
staff bulletins, lectures, and reading 
material, as to how to render the maxi- 
mum service to clients. Some principal 


or staff member should be assigned to 


become a specialist in some one or all 


phases, according to individual situa- 


tions, of government regulations. 

It has previously been held that the 
scope of an audit for an unqualified 
opinion report should include a reason- 
able inquiry into compliance, and the 
existence oi contingent or actual liabili- 
ties for violations. 


Accountants Under the 
Wage-Hour Law 

Several questions have recently been 
raised regarding the status of account- 
ants under the Wage-Hour Law, in- 
dicating the existence of some doubts 
and misgivings as to the law’s applica- 
tion to them. 

The first aspect to be considered is 
whether an accountant is engaged in 
interstate commerce. If the client is en- 


gaged in interstate commerce, the ac- 
countant is so classified, at least as to 


that engagement. In a special opinion 
dated July 7, 1950, the Wage-Hour 
Division stated the following : 


“Employees of a small accounting firm 
are under Wage-Hour Law requirements 
while auditing the books of a company 
producing goods for interstate commerce. 
It doesn’t matter that the accounting firm 
does not serve any clients outside its own 
State. 


It is not a simple matter in all cases 
to determine definitely whether or not 
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a client is engaged in interstate com- 
merce. The rules are not too lucid and 
their scope is constantly being expand- 
ed by official interpretations. Moreover 
it is impractical, and not conducive to 
good staff morale, to pay for overtime 
on one engagement and not on another. 

The second aspect is the exemption 
of professional men from the overtime 
rules of the Wage-Hour Law. Un- 
fortunately, the Wage-Hour Adminis- 
trator does not classify staff account- 
ants as professional men just because of 
such employment. Nor does the ex- 
emption depend on a man’s rank, such 
as junior or senior; rather is it based 
on his duties, responsibilities, and 
salary. 

To be eligible for exemption, the ac- 
countant must be paid a salary of at 
least $75 per week (formerly $200 per 
month), whether or not he works a full 
week. If deductions may be made for 
time not worked, the exemption will be 
lost. 

Certified public accountants receiv- 
ing the minimum salary will usually 
be exempt since they generally meet the 
other requirements of the regulations. 

Where the weekly salary is $100 or 
more, and the work done is character- 
istic of professional services, the ex- 
emption is more certain regardless of 
whether one has a C.P.A. certificate. 

As to the nature of the work done, 
the Administrator has ruled that the 
performance of non-exempt services 
(work of the same nature as performed 
by non-exempt employees) up to 20% 
of the hours worked within a week, will 
not void the exemption. 


Overtime Plans 
There are several special wage plans 
in effect which reduce the overtime cost 
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and which are recognized by the Wage- 
Hour Administrator if carried out 
properly and in accordance with an an- 
nounced plan. They are: 

1. Irregular Workweek Plan 

2. Belo-Type Plan 

3. Time-Off Plan 

4. Long Workweek Plan 


Space limitations do not permit the 
discussion of these plans, but informa- 
tion thereon is readily available in ac- 
counting periodicals. (See Prentice- 
Hall, Inc., Accountant’s Weekly Re- 
port, Section 3, October 3, 1949,\for a 
concise explanation of the plans. ) 


Suggestion Box 

Many valuable suggestions can be 
obtained from staff members on matters 
of office and staff management, and 
auditing and tax procedures. How can 
these ideas be brought out? One 
method is the informal discussion peri- 
od during a staff meeting. But some 
men are shy about advancing ideas be- 
fore a group. Another is the occasional 
conference between a partner and an 
individual staff man, but this has its 
limitations. 

A suggestion box in the staff room 
may be found helpful. The man who is 
shy, and the one with a gripe who 
would like to remain anonymous, have 
an opportunity to express themselves 
through this channel. It is far better 
that discontent become quickly known 
than that it smoulder and cause a de- 
terioration of morale. 

Accountants who have used sugges- 
tion boxes are requested to communi- 
cate with this, Department as to their 
experiences. 


Excess Profits Tax Check Lists 


The new excess profits tax law in- 
corporates all of the permissible relief 
provisions directly into the tax com- 
putation, thereby putting a great deal 
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of extra pressure on accountants. Un- 
der the prior law we had ample time 
to work out relief refund claims after 
the returns were filed. Now relief must 
be computed directly in the return. 

A very valuable aid in coping with 
the large number of angles and con- 
siderations which must be taken into 
account, is the check list of points to be 
covered. A fine check list has been 
developed by Research Institute of 
America for its subscribers and other 
tax services probably have done or will 
do the same. 


Checking Staff Performance 


It is generally recognized that the 
performance of staff accountants must 
be determined at reasonable intervals 
to ascertain those deserving of reten- 
tion and advancement and those who 
may be misplaced. Some firms, particu- 
larly those with large staffs, receive in- 
formation from supervisors and seniors 
by organized methods and at regular 
intervals. Many other firms have no 
definite procedures for this purpose, 
relying on volunteered information 
(which is not received frequently, or 
timely, as a rule) or on the discovery 
of errors or excessive time losses. 

A simple method that will bring out 
a good deal of useful and timely infor- 
mation is a questionnaire form which 
is filled out by all in-charge accountants 
concerning their assistants. A copy of 
one such form is submitted hereinafter. 
Some firms rate the seniors through a 
“popularity” or “first choice” question- 
naire given to the assistants. 

Discussion with a staff member of 
the concensus opinion of his work may 
prove very helpful in correcting weak- 
nesses and spurring him on to greater 
achievement. 


This department would like to re- 
ceive forms and methods that have 
proven successful. 
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Office and Staff Management 


PERSONNEL QUESTIONNAIRE 





Re: 





To: 


Ag an aid in the proper evaluation of staff members’ ability and fitness for advancement, 
it is necessary to obtain your well-considered and impersonal response to the questions 
pelow. Your reply will be held in strict confidence, though the collective comments may 
be constructively brought to the attention of the subject staff member without disclosing 
the names of the advisors. An envelope is enclosed for your sealed response, which should 











be turned in within two to three days. m 
RATING CODE: Excellent - 4 Good - 3 Fair - 2 Poor - 1 

UEST IONS RATING COMMENT 
A. AUDITING-ACCOUNTING ABILITY * 





1. Knowledge of audit principles - 
analytical ability. 

2, Knowledge and skill in preparing work 
papers - neatness, 

3, Knowledge of financial statement 
principles (form, disclosures, 
qualifications, opinion) 

4, Ability to recognize deficiencies in 
internal control, system, client's 
organization. 

“5, Knowledge of tax 
fundamentals. 

6. Frequency and soundness of 
recommendations - accounting & tax 




















B,_ PERSONALITY TRAITS o * 





1. Cooperation with staff - tact in 
client's office, 





2. Imagination - raise questions - 
not easily satisfied. 





3. Accuracy and speed of calculations, 
checking, etc. 





4, Intensity of application to work - 
working time - distractions from 
work (talking, telephoning, etc.) 





5. Ability to express himself clearly 
and concisely. 





6. Neatness of appearance - 
professional conduct. 











D0 YOU THINK HE IS READY FOR ADVANCED WORK?______ OTHER COMMENTS: 





(Use reverse side for continuation of remarks) 


Signature Date 














Reviewed by Date 
‘Composite average for section. 
1951 
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The following exchanges of corre- 
spondence with respect to Mr. Sidney 
W. Peloubet’s article entitled, “Aid to 
Clients in Their Compliance with De- 
fense Emergency Measures” (January, 
1951, pp. 42-46) will undoubtedly 
prove to be of considerable interest to 
our readers: 


Mr. Sidney W. Peloubet 
Pogson, Peloubet & Co. 
25 Broadway 


New York 4, N. Y. 
Dear Mr. Peloubet: 


I read with great interest and profit your 
article in the New York Certified Public 
Accountant, and am sure it will be of great 
interest and help to our fellow practitioners. 
However, some of your observations on ac- 
counting for purposes of renegotiation and 
termination are not in complete accord with 
my understanding of practice in the war pe- 
riod or in current renegotiation proceedings. 

You indicate that allowance and segrega- 
tion of costs for current renegotiation is 
governed by Procurement Regulations XV 
and that in war time renegotiation and ter- 
mination the “green book” was used as a 
guide. The renegotiation acts of 1943 and 
1948, and the renegotiation bill of 1951 now 
before the Ways and Means Committee all 
relate allowances of cost and expenses to the 
Internal Revenue Code, and the allocation of 
such costs to generally accepted accounting 
principles, and the renegotiation boards (and 
the termination agencies) did not feel them- 
selves bound by statements of cost principles 
used in procurement negotiations, such as 
the “green book” or P. R. XV. 

You comment on the puzzle of how the 
renegotiation agencies could disallow certain 
costs and expenses when a company’s entire 
production was for the government. Actually 
their action was not disallowance (assuming 
the items were proper tax deductions) but 
was allocation to non-renegotiable activities. 
A common situation was that of a company 
which produced only war material but which 
also incurred costs in development and re- 
search on peace time products for the post 
war period. The renegotiation boards felt 
that proper accounting forbade allocation to 
government business of such costs and ex- 
penses. 

Very truly yours, 


LEsLIE MILLs 
New York, N. Y. 
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January 23, 1951 
Mr. Leslie Mills, 
Price, Waterhouse & Co., 
56 Pine Street, 
New York 5, N. Y. 
Dear Mr. Mills: 

Thank you for your letter of January 16, 
1951. In giving the talk for the Committee 
on Administration of Accountants’ Practice 
I tried to model it after the simplified, sum- 
mary articles that have so often helped me 
when I needed to learn something about an 
unfamiliar subject or field to which I must 
gain an introduction. Although I made ref- 
erence correctly in the summary at the close 
of the printed talk to the Renegotiation 
Regulations, in the body of the talk I omitted 
reference to them. I am glad of the oppor- 
tunity to call this to the attention of anyone 
who has read the article. 

What you say of the regulations and other 
factors controlling the renegotiators of con- 
tracts brings out a rather complex point. The 
renegotiators exercise their judgment not 
only in the light of Procurement Regulations 
(which control the origin and settlement of 
the contract) but primarily under Renegotia- 
tion Regulations, indirectly the income tax 
law and regulations, and finally in the light 
of their own knowledge of “accepted ac- 
counting principles”. In serving a client the 
public accountant should, of course, have all 
these factors in mind. 

What you say of disallowed costs is sound 
and true. What I referred to in my general- 
ization as puzzling disallowances of costs, was 
the disallowance of “unjustified or improper 
allocations” of salaries, selling and adminis- 
trative expenses and the exclusion of contri- 
butions. Such disallowance amounts to a 
criticism of management’s policy and vigi- 
lance. It appears to be in the nature of 
discipline which overlooks the fact that man- 
agement’s stewardship covers the responsibili- 
ty to make only necessary expenditures which 
are related to the profitable conduct of the 
business. In the haste of accomplishment 
under pressure of war, normal caution and 
painstaking economy of necessity were often 
relaxed. The sanctimonious application of 
hindsight to this situation is unjust. Further, 
the ordinary and continuing expenses of 
maintaining a corporation are normally con- 
sidered an appropriate cost of current busi- 
ness. If a company has no other business 
than government contracts it is a cost of 
doing that business and should not be allo- 
cated to a hypothetical purpose apart from 
production and disposition of goods. 


Sincerely, 
Stoney W. PELOUBET 
New York, N. Y. 
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Correspondence 


January 25, 1951 


Mr. Sidney W. Peloubet 
Pogson, Peloubet & Co. 
25 Broadway 


New York 4, N. Y. 
Dear Mr. Peloubet: 


One of the causes of difficulty with gov- 
ernment procurement officers is an unsemantic 
use of the word “cost”, which sometimes is 
obscure enough as an accounting concept, and 
which becomes further confused in govern- 
ment regulations. 


One of the principal reasons government 
procurement agencies issue statements of cost 
principles such as the “green book” and 
“procurement regulations”, referred to in 
your article, is for determining the final sales 
price of goods or services purchased on the 
basis of “cost-plus-a-fixed-fee.” In such 
cases, it seems to me that in arms-length deal- 
ings the selling party is under no disability 
if he is told in advance that in computing 
the ultimate sales price, consisting of a speci- 
fied sum plus the aggregate of “costs” deter- 
mined in accordance with a statement avail- 
able to him, there will be disallowance of 
items which business men and accountants 
consider costs for accounting purposes. 


When we come to renegotiation, the prob- 
lems and significance of accounting principles 
of cost are entirely different.. While the re- 
negotiation act contains the intriguing defini- 
tion that excessive profits are “profits deter- 
mined to be excessive”, it is clear from the 
statutes, regulations and administration that 
consideration is directed to profits after 
allowance of all costs and expenses incurred 
and properly allocable. The later statutes 
have tied cost allowances to the Internal 
Revenue Code, but despite the many recent 
articles on deviations of tax rules from 
sound accounting principles, I believe that 
the statement in the preceding sentence is 


still true (the renegotiation act does not re- 
quire allowance of costs in the same year for 
which the tax deductions must be taken, 
which problem is the basis for most of the 
vagaries of tax accounting). 

So far, procurement and renegotiation 
officers have recognized these differences in 
approach. They do not yet seem to have 
agreed that the renegotiation viewpoint is 
appropriate for administration of redeter- 
mination clauses and other provisions for 
revision of individual contracts, and this is a 
problem which requires the immediate atten- 
tion of business and our profession. 

On the general proposition that if a com- 
pany has no other business than government 
contracts, all of its costs must be allocated 
thereto, I am afraid I must still make some 
reservations. For example, if a company 
during a year when it was wholly engaged 
in government production retired a long-term 
debt issue, accepted accounting principles call 
for treating as a cost of that year amortized 
discount and expense. I doubt if the rene- 
gotiation board would agree that such a 
deduction was allocable to the government 
business. We must recognize that considera- 
tions of public policy also may be a factor, 
and the renegotiation board’s position on ad- 
vertising indicates its flexibility (see renego- 
tiation regulations 423.387.2). The change 
in policy on allowance of contributions prob- 
ably is based on a similar appraisal of the 
needs of public policy. Under_World War II 
renegotiation, charitable contributions were 
allocable to renegotiable business, while 
under the present act they are entirely ex- 
cluded by regulation. This change may seem 
arbitrary and improper, but at least our 
clients are put on advance notice as to the 
position of the government. 


Yours very truly, 


Lestie MILLS 
New York, N. Y. 
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Announcement of 


1951 PRIZE ESSAY CONTEST 


The Board of Directors of the Society has authorized the Com- 
mittee on Publications to conduct a prize essay contest among 
seniors and graduate students majoring in accountancy, duly 
enrolled in the colleges of New York State. The article may 
cover any topic in the field of accounting and/or auditing. 


Prizes in the amount of $100 for the best article and $50 for 
the second best article are offered. In addition, the two winners 
and any others submitting papers worthy of honorable mention 
will receive a one-year subscription to The New York Certified 
Public Accountant. 


The General Rules of the Contest are as follows: 


All papers shall be original, and the manuscript shall be typed in 
duplicate on 814 x 11 stationery on one side, double or triple space 
typing, and shall not be more than 6,000 words in length. Each 
contestant shall indicate the exact number of words in his paper 
at the end thereof. 
* 

The name of the individual submitting the paper shall not appear 
thereon, nor should there be any other means of identifying the 
manuscript, which should be accompanied by a covering letter giving 
the contestant’s name and address. When submitted to the judges, 
each manuscript will be given a key number for identification. 


* 


Manuscripts should be forwarded to The Managing Editor of The 
New York Certified Public Accountant, 677 Fifth Avenue, New 
York 22, N. Y., on or before May 15, 1951. Awards will be 
announced as soon thereafter as possible. 


* 


All papers submitted shall become the property of the New York 
State Society of Certified Public Accountants and shall be available 
for publication in The New York Certified Public Accountant. 
The decision of the judges shall be final as to what papers, if any, 
may be entitled to prizes. 
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